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What follows from the Fed’s balance sheet normalization? 

 

AGNIESZKA GEHRINGER 

 

 

 Balance sheet normalization of the Fed could lead to a reduction by almost one third, or USD 1.3 

trillion by mid-2020. 

 

 Long-term Treasury yields are likely to rise by around 34 – 63 basis points as a result. 

 

 

At its June-meeting, the Federal Open Market 
Committee (FOMC) gave details on how balance 
sheet will be reduced:  

 “For payments of principal that the Federal 
Reserve receives from maturing Treasury 
securities, the Committee anticipates that the 
cap will be $6 billion per month initially and will 
increase in steps of $6 billion at three-month 
intervals over 12 months until it reaches $30 
billion per month. 

For payments of principal that the Federal 
Reserve receives from its holdings of agency 
debt and mortgage-backed securities, the 
Committee anticipates that the cap will be $4 
billion per month initially and will increase in 
steps of $4 billion at three-month intervals over 
12 months until it reaches $20 billion per month. 

The Committee also anticipates that the caps 

will remain in place once they reach their 

respective maximums so that the Federal 

Reserve's securities holdings will continue to 

decline in a gradual and predictable manner 

until the Committee judges that the Federal 

Reserve is holding no more securities than 

necessary to implement monetary policy 

efficiently and effectively.”1 

 

Figure 1 illustrates the monthly amounts of 

reductions (left graph) and the possible path of 

the respective holdings in the balance sheet 

(right graph) under the assumption that the 

process starts in October 2017. 

                                                           
1
 See „Addendum to the Policy Normalization 

Principles and Plans”, FOMC, June 14, 2017, available 
at: 
https://www.federalreserve.gov/newsevents/pressr
eleases/monetary20170614c.htm. 
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Figure 2 shows the loss in demand (demand 

gaps) based on the assumption that the supply 

of Treasuries and MBS will continue at the pace 

recorded on average between the end of 2014 

(the end of QE) and the end of 2016.2 To fill the 

gap created by the Fed, new demand needs to 

be mobilized, possibly through higher interest 

rates. A rough estimate can be obtained by 

looking at the estimated effects of different QE 

                                                           
2
 It has to be noted that the actual monthly amounts 

of the securities varies. However, the average 
amount should provide an accurate approximation 
of the expected supply. For simplicity, we consider 
MBS only without agency debt, given that agency 
debt is only a marginal part of the Fed’s balance 
sheet. 

programs implemented between 2009 and 2014 

by the Fed, as shown in Table 1. The average 

cumulative reduction in Treasury yields due to 

the QE was in the range 80 – 148 basis points. 

Assuming that the Fed would implement the 

balance sheet reduction plan until mid-2020, 

this would result in about USD 800 billion 

reduction of its Treasury holdings, which is 

around 40% of the amount by which these 

Figure 1. Fed’s balance sheet normalization: monthly amounts of trimmed reinvestment (left), hypothetical evolution of 

Treasury, agency debt and MBS holdings on the Fed balance sheet (right). 

 

   

Note: October 2017 and June 2020 are purely hypothetical for the beginning and the end of the balance sheet 

normalization. 

Source: Own elaboration (Flossbach von Storch Research Institute) based on the Fed’s „Addendum to the Policy 

Normalization Principles and Plans” 
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Figure 2. Demand gap in the Treasury and MBS market. 

 

     

Source: Own elaboration (Flossbach von Storch Research Institute) based on the Financial Accounts of the United States 

(Z.1) 
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Treasuries: average monthly supply (2014-2016)
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holdings were expanded during the QE. 

Assuming that the withdrawal of QE has 

symmetrical effects to its expansion and that

the estimates in Table 1 are scalable, this could 

result in an increase in Treasury yields by 

around 34 – 63 basis points. 

 

 

 

 

 

 

 

 

 

  

Table 1. Average estimated cumulative effects (in basis points) of QE on Treasury yields 

QE measure  Minimum effect  Maximum effect 

LSAP 1 20 35 

LSAP 2 12 25 

MEP 17 28 

LSAP 3 31 60 

average  80  148 

 

Note: LSAP 1, LSAP 2 and LSAP 3 are the three large-scale asset purchases conducted by the Fed in May 2009, November 

2010 and September 2012, respectively. MEP (maturity extension program, known as “operation twist”) was announced in 

September 2011. The minimums and maximums are based on the estimation results from different papers: Krishnamurthy, 

A., Vissing-Jorgensen, A. (2011), The effects of quantitative easing on long-term interest rates, Brookings Papers on 

Economic Activity; D’Amico, S., King, T. (2013), Flow and stock effects of large-scale treasury purchases: Evidence on the 

importance of local supply, Journal of Financial Economics, vol. 108, no. 2, p. 425-448; D’Amico, S., English, W., Lopez-

Salido, D., Nelson, E. (2012), The Federal Reserve’s large scale asset purchase programs: Rationale and effects, Economic 

Journal, vol. 122, no. 564, p. 415-46; Meaning, J., Zhu, F. (2011), The Impact of Recent Central Bank Asset Purchase 

Programmes, BIS Quarterly Review, Bank for International Settlements; Meaning, J., Zhu, F. (2012), The impact of Federal 

Reserve asset purchase programs: Another twist, BIS Quarterly Review, Bank for International Settlements, March; Engen, 

E., Laubach, T., Reifschneider, D. (2015), The macroeconomic effects of the Federal Reserve’s unconventional monetary 

policies, FEDS 2015-005, January; Bonis, B., Ihrig, J., Wei, M. (2017), The effect of the Federal Reserve’s securities holdings 

on longer-term interest rates, FEDS Notes, Washington: Board of Governors of the Federal Reserve System. 

Source: Own elaboration (Flossbach von Storch Research Institute) 
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LEGAL NOTICE 

 

The information contained and opinions expressed in this document reflect the views of the author at the time of 

publication and are subject to change without prior notice. Forward-looking statements reflect the judgement and future 

expectations of the author. The opinions and expectations found in this document may differ from estimations found in 

other documents of Flossbach von Storch AG. The above information is provided for informational purposes only and 

without any obligation, whether contractual or otherwise. This document does not constitute an offer to sell, purchase or 

subscribe to securities or other assets. The information and estimates contained herein do not constitute investment advice 

or any other form of recommendation. All information has been compiled with care. However, no guarantee is given as to 

the accuracy and completeness of information and no liability is accepted. Past performance is not a reliable indicator of 

future performance. All authorial rights and other rights, titles and claims (including copyrights, brands, patents, 

intellectual property rights and other rights) to, for and from all the information in this publication are subject, without 

restriction, to the applicable provisions and property rights of the registered owners. You do not acquire any rights to the 

contents. Copyright for contents created and published by Flossbach von Storch AG remains solely with Flossbach von 

Storch AG. Such content may not be reproduced or used in full or in part without the written approval of Flossbach von 

Storch AG. 

 

Reprinting or making the content publicly available – in particular by including it in third-party websites – together with 

reproduction on data storage devices of any kind requires the prior written consent of Flossbach von Storch AG. 

 

© 2017 Flossbach von Storch. All rights reserved. 
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