
As a major tool to help the US 
economy recover from the Great 

Financial Crisis, the Federal Reserve 
purchased bonds as a way to stimulate 
the economy. Then Fed Chair Ben 
Bernanke explained the policy, known 
as Quantitative Easing, in 2010, 
as a way to create easier financial 
conditions which will promote 
economic growth. Among Bernanke`s 
objectives (which we paraphrase) were 
to lower mortgage rates which will 
make housing more affordable and 
allow more homeowners to refinance. 
Bernanke also hoped to lower corporate 
bond rates which should encourage 
investment. Among the hoped-for 
results was to push stock prices higher, 
will boost consumer wealth and help 
increase confidence, and which can 
also spur spending. The current level 
of the Fed`s balance sheet is circa $4.5 
trillion. The other global central banks 
have slightly bigger or smaller balance 
sheets, except for the Bank of England 
which stopped its QE program after 
6 years (in 2014) – its QE stimulus 
was comparatively smaller. (see both 
graphs on this page)

Fast forward 8 years; the wealth 
creation objective succeeded up 

to a point where equity valuations 
are now stretched, and the prospect 
of mean reversion looms large in 
the minds of all investors (and some 
Economics Nobel Prize winners). At 
this juncture, the Federal Reserve 
announced a specific strategy to 
reduce the size of its balance sheet by 
letting the bonds mature, a process 
called balance sheet normalization, 
starting in October. It had the financial 
world atwitter, and there were dire 
prognostications of impending huge 
takedown of the global stock markets 
and other risk assets which benefitted 
from the programs. The idea is that 
when an item is overpaid for, or more 
specifically, when you participate in an
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equity market that´s been distorted by 
trillions in central bank liquidity (and 
equity purchases), you should expect to 
see a return to normalcy at some point, 
and therefore your subsequent returns 
could be disappointing. It makes a good 
subject for a vigorous debate.

Many investors argue that this more 
«realistic» than expecting manna to 
continually fall from heaven. Many also 
say that the hard-nose way is to be 
pessimistic about that state of nirvana 
continuing, and with the Fed making 
noises about reducing their balance 
sheet, it is time to take money out of 

the table. That argument seems to have 
the force of logic behind it. However, 
we have a slightly different take on 
the issue. We believe that this notion 
is not totally correct, especially as 
the argument revolves around the 
balance sheet of the global central 
banks. Here is how we see it: when you 
have a humongous amount of money 
involved in the equation, the force of 
logic can be malleable. Consider this: 
if I «win» at a game in which the rules 
have been temporarily suspended, it´s 
not «realistic» of me to expect that 
the results should remain the same if I 
keep playing and the original rules are 
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reinstated. However, this describes a 
“binary” situation of “off” and “on,” and 
may not apply to the situation at hand. 
With the trillions in the central banks` 
balance sheets, there is no off and on 
switch – it is merely the waxing and 
waning of the “flow.”

That is the counter-argument. And 
implicit in that counter-argument 

is the notion that the central bank-
created “bubbles” in stocks, corporate 
credit and high-yield will likely remain 
in bubble territory and may well 
appreciate further, unless there is a 
rapid withdrawal of accommodation. 
That rapid withdrawal is not likely 
to happen. Moreover, it is not the 
level (stock) of the aggregate balance 
sheets which makes the difference – it 
is the rate-of-change over time (flow), 
which makes the difference. We did 
some simulation work, and we saw 
that the “flow” will continue to work its 
magic over a period time, at least one 
year more, after all the accommodation 
has gone (see first graph on this page). 
And that brings the question of how 
quickly or how slow the balance sheet 
normalization will be.
 

The Fed grew its balance sheet by 
purchasing primarily U.S. Treasury 

bonds and mortgage-backed securities. 
It plans to reduce its balance sheet at 
a rate no faster than $50 billion per 
month. This equates to a decline of 
$600 billion per year. But what do these 
numbers mean? The most direct way to 
visualize the process is to look for the 
equivalent of that $600 billion reduction 
of the balance in terms of interest rates. 
When short-term interest rates reached 
zero in 2008, researchers Cynthia Jing 
Wu and Dora Fan Xia at the Federal 
Reserve created a so-called shadow 
rate that translated the Fed`s bond 
purchases into its likely interest rate-
equivalent units. The Fed purchased 
$2.2 trillion in assets from 2009 
through 2014; the shadow rate reached 
-2.81% by the time asset purchases 
were completed in September 2014 
(see second graph on this page). The 
equivalent of the purchased assets was 

a decline of interest rates by 2.81%. We 
then reverse the process, assuming the 
same equivalence ($2.2 trillion/2.81%). 
A reduction of $600 billion should 
therefore have the equivalence of 
a 0.76% rate hike. But this is all 
hypothetical – in fact, real-world long-
term interest rates were rising during 
the period when the shadow rates 
were falling.

This is probably the reason why we 
are still seeing a bid for risk assets, 

and why the equity market (as well as 
corporate bonds and HY) were resilient 
in the face of a Fed that is hell-bent on a 
near and medium-term rate tightening 
path despite subdued inflation. 
Moreover, the Fed´s balance sheet 
runoff schedule pales in comparison 

to the bid that´s still being provided by 
stimulus largesse from the ECB and the 
BoJ. For one, the Fed’s balance sheet 
will begin to shrink, but it is unlikely to 
return to anywhere near pre-GFC crisis 
levels. For another, the ECB is likely to 
keep purchasing assets through the end 
of 2018, but at a reduced pace. The 
BoJ, on the other hand, just reaffirmed 
its current policy stance and will keep 
steeper yield curve targets until Q3 
2018. 

While the major central banks 
desire to reach a more 

normalized monetary policy, the 
policy reversal will likely remain slow 
and extremely gradual. In fact, major 
central bank balance sheets as a share 
of GDP are likely to grow through 
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the end of 2018. Expansion of the 
global central banks` balance sheet, by 
definition, had stoked supply-demand 
dynamic that has driven asset price 
inflation in recent years in two ways. 
Central banks were: (1) removing asset 
supply with asset purchases, and (2) 
creating demand by encouraging the 
hunt for yield. Fed balance sheet runoff 
should work in the opposite direction, 
but it is not (yet) a sufficiently strong, 
countervailing force.

Net net, central banks are 
expanding their balance sheets. 

The central banks` bid is not only still 
in place -- it´s expanding on aggregate. 
So far, it has been a Goldilocks scenario, 
with decent overall growth and a still 
tame inflation outlook. Yes, stimulus/
accommodation has not been stoking 
inflation, and that is a good thing -- it has 
been supportive of a global recovery. 
The Fed`s desire to “normalize” 
(tighten) monetary policy will, in the 
longer run, be not as disruptive as some 
investors imagine it to be. It will easily 
be “neutralized” by continuing largesse 
from the BoJ and ECB. Moreover, we 
have evidence that the Fed`s bank 
reserves is what is really powering the 
risk assets and the bond markets, not 
the Fed´s balance sheet, per se (see 
graph on this page). The stock market 
peak is not yet nigh.


