
The FOMC, at its June meeting, 
again raised the target range 
for the Federal funds rate by 25 

basis points to 1-1¼ percent -- despite 
evidence that inflation was moderating, 
and that the second estimate of Q1 
2017 GDP growth was clearly below 
trend-growth, at 1.2%. In addition, 
7 of the 12 Federal Reserve district 
banks had described growth in Q2 as 
«modest,» as compared with only 4 
banks that described it at «moderate». 
The NY Fed was more blunt -- it simply 
said that growth had flattened.  The 
key takeaway from that meeting? The 
Federal Reserve remains on track in its 
objective (and desire) to “normalize” 
monetary policy, and is unlikely to 
be side-tracked by falling inflation 
and less-than-optimal growth rate. 
Fed Chair Janet Yellen gave away the 
game during the conference call that 
followed by showing a Summary of 
Economic Projections (SEP) which was 
largely unchanged, except for a slight 
downward revision of projections 
for the Unemployment Rate in 2017. 
Making an apparent link, it seems to 
us that prevailing and expected jobs/
labour conditions are all that matter 
to monetary policy at this point. 

Providing more support to our 
thesis that we have a Fed which 
wants to “normalize” (tighten) 

monetary policy given the slightest 
cover to their behind, the FOMC also 
provided more details on its plan to 
normalize (reduce) its balance sheet, 
an elaboration to the preliminary 
outline of the plan it provided during 
the March meeting. The effect of the 
double whammy of tighter Fed Funds 
Rate and the outlook of reduction 
of the central bank`s balance sheet 
was, of course, predictable -- the 
10yr bond yield rose from 2.14% on 
June 26 to 2.39% (July 7) in less than 
three weeks. That jolted the markets, 
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and the news flow erupted with dire 
imprecations to the effect that reducing 
the Fed’s balance sheet will have severe 
implications for the financial markets. 
Indeed, this puts the Fed in uncharted 
waters – never before has the central 
bank had to shrink its balance sheet – 
it will be flying blind. The process may 
therefore be fraught with surprises 
and possible setbacks. The stakes are 
high – hence, the markets are duly 
concerned. It is not only the reputation 
of the Federal that is at stake – a major 
misstep by the central bank can cause 
a recession or a major growth setback. 
That`s why we add our voices to the 
din, as we focus on the likely negative 
impact systemic liquidity withdrawal 
has on US growth prospect. Since the 
QE program started in November 
2008, US GDP has been going up and 
down (after a 3-month lag) behind 
corresponding changes in the Fed`s 
balance sheet and bank reserves 
parked at the Fed (see 1st graph on 
previous page). What worries us is the 
link between perceptions of future 
growth and asset prices.

We are not concerned that 
a balance sheet reduction 
will trigger large-scale 

changes in the growth outlook, but 
some financial assets may be more 
vulnerable due to the implications 
of such changes. The first to come to 
mind is of course US equities. The US 
stock market (proxy: S&P 500) has been 
a big beneficiary the Fed`s balance 
sheet and bank reserves parked at the 
Fed by commercial banks. We are now 
familiar with the refrain that the “real 
economy” did not benefit from the 
tsunami of electronic money created 
by the Fed (and other, global central 
banks). This is not exactly true (as 
illustrated by the graph above), but 
the stock market was the recipient of 
most of the manna coming from the 
central banks (as shown in the second 
and third charts on previous page). It 
could be the most vulnerable asset 
class if (when) the central bank does 
get around to purging its balance 
sheet in earnest.

We have always said that the 
central bank balance sheet/
bank reserve combo are 

“the only flows that matter” – and that 
is true for the fixed income asset class 
as well. There is a humorous aspect 
to the financial market tizzy about the 
forthcoming event. Some pundits raise 
alarm that attempts to reduce global 
systemic liquidity may finally usher 
in the end of the equity bull market. 
Some also speculate that with moves 
to reduce global systemic liquidity, 
the almost 4 decades of bond bull 
markets will end as well. This presents 
an awkward situation where both the 
equity and bull markets are supposed 
to shudder to a halt, when the global 
central banks take away the proverbial 

«punch bowl». Indeed, the bond 
market is not far off base in fearing 
higher bond yields if systemic liquidity 
is withdrawn. It is easy to show 
that lower liquidity is followed by 
generally higher long bond yields. The 
proximate reason for this rise comes 
from the corresponding increase 
in bond term premium as systemic 
liquidity falls. And with all these, the 
slope of the 10yr-3yr spread declines 
(see two graphs above). 

So far, we have been lumping 
the Fed’s balance sheet with 
the reserves that commercial 

banks have parked with the central 
bank. What`s the link between the 
two variables? The Fed´s balance 
sheet started to grow in November 
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2008, when it could no longer lower 
its short-term interest rate target to 
support the recovery from the Great 
Financial Crisis. The Fed Funds Target 
Rate (FFTR) reached zero percent, 
so the Fed began purchasing long-
term treasury and mortgage-related 
securities in order to lower long-term 
interest rates – the Fed hoped that 
would help stimulate the economy. 
The large increase in the Fed›s holding 
of treasury and mortgage-related 
assets was matched by a large increase 
in its liabilities -- the money created by 
the Fed to purchase those assets. But 
you reduce the assets (as planned 
by the Fed) and the liabilities (bank 
reserves) will also have to shrink. 
Pre-November 2008, most of the 
Fed´s liabilities were currency; a small 
portion were bank reserves. The ratio 
flipped after November 2008 with 
most of the Fed liabilities being the 
bank reserves parked with it – that’s 
the other, more active, variable in the 
combo, ex-currency holdings. To keep 
the article brief (no need to explain 
the minutiae), and in keeping with 
journalistic terminology, we label this 
variable “excess reserves” (see 1st 
graph on this page).

With the FFTR at the zero-
bound, and to effectively 
manage this large increase 

in bank reserves, the Fed began paying 
banks to deposit their excess reserves 
at the Fed -- the contentious “Interest 
On Excess Reserves” (IOER), which 
was eventually shortened to “Interest 
on Reserves” (IOR). As it turned out, 
there was a very facile reason for the 
change in nomenclature. This interest 
payment on excess reserves was ultra-
safe (guaranteed by the Fed) and 
higher than what banks could earn on 
other short-term safe investments like 
treasury bills. Banks, understandably, 
began parking their funds at the Fed. 
These excess reserves, along with the 
Fed´s assets, kept increasing through 
to October 2014 (after Q3 ended), 
declined somewhat until late 2016, 
but has risen since then, and remained 
elevated until today (see 2nd graph 

above). Some say this is the reason 
why lending by commercial banks have 
been stingy, although spokesmen for 
banks say that is not the case. What 
is clear is that paying IOR/IOER is bad 
optics for the Fed. The largest part of 
those excess reserves come from US 
chartered bank with foreign origin 
(see above graph). With the Fed 
committed to tightening policy, it 
will have to pay higher interest rates 
on IOR/IOER – and the largest part 
of that increasing payment will go to 
the coffers of foreign banks. True, the 
Fed makes money out of the spread 
between the assets (five-year average 
duration) and the liabilities (the current 
FFR), but under certain circumstances, 
the Fed (read: US taxpayers) will end up 
losing money (see graph above). Not 

an easy issue to explain to the House 
of Congress, if someone ill-informed 
politician will ask. This is probably one 
of the unspoken reasons why the Fed is 
hell-bent on reducing its balance sheet, 
and consequently, the bank reserves. 
And that is why we believe the Fed’s 
balance sheet will shrink sooner, 
and at much faster pace, than many 
supposed. Get ready.


