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When investors talk about the Federal Reserve (Fed), the natural focus tends to

gravitate toward the potential for rate action, and in our present situation, that would

mean future rate hikes. However, in response to the financial crisis and recession, the

Fed deployed a new and different part of its arsenal—its balance sheet, underscoring the

depth and scope of the policy responses that were deemed necessary at that time. While

the policy makers have been raising the Federal Funds target range since 2015, it was

only last year—right around this time of year, in fact—that the Fed started to address

the balance sheet part of the equation. In other words, for the last 12 months, the FOMC

has not only been methodically increasing interest rates, it also has been gradually

reducing the size of the balance sheet at the same time. Prior to this policy normalizat

ion process, the money and bond markets gravitated toward the notion that these

simultaneous actions definitely would be a delicate balancing act. Indeed, not only had

such extraordinary measures of policy accommodation never been attempted in modern

times, but it certainly then follows that the reversal of these policies would be

unprecedented as well.

 

Fed Holdings of Treasuries, Agency Debt & MBS

 

So, what are we actually talking about when we say “the Fed’s balance sheet”? It is a

broad term the market has embraced that encompasses the policy makers’ holdings of U.S. 

Treasuries (UST), federal agency debt and mortgage-backed securities (MBS). In reality,

the Fed’s balance sheet includes other assets such as float and credit loans to banks,

to name a couple, but for this blog post, we will use the market’s definition. The

official title for the Fed’s holdings of the aforementioned assets is known as

“securities held outright” by the System Open Market Account (SOMA).
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Have you had enough of “Fed Balance Sheet 101” yet? OK, let’s turn our attention to what

the Fed has accomplished in shrinking its SOMA holdings since the normalization plan

began a year ago—but first, let’s get some perspective. Prior to the financial crisis

and recession, the Fed’s securities holdings stood at roughly $790 billion and ballooned

to more than $4.2 trillion as of the end of September last year. One year into the

normalization process and the SOMA holdings have declined by almost $264 billion, down

to $3.98 trillion as of this writing. Breaking it down by major asset class, UST

holdings have fallen by $171 billion, or 65% of the total drawdown, while the MBS

portion is off by $88 billion, representing 33%. The residual comes from the agency debt

holdings.

 

Conclusion

 

Where does the balance sheet normalization go from here? At the September FOMC meeting,

the policy makers announced the final leg of their prearranged plan. Effective this

month, the Fed will implement a reinvestment drawdown of $30 billion in Treasuries and

$20 billion in MBS per month for a grand total of $150 billion per quarter. As of now,

this is the schedule the Fed laid out in June 2017, and there have been no hints of any

amendments to this process—at least, not yet. One has to admit that given the

unprecedented scope of the Fed’s tightening measures, there really hasn’t been any

ripple of consequence for the U.S. money and bond markets, the policy makers’ goal all

along. Interestingly, the question may now turn to when and how the Fed will decide to

alter their approach in the future.

 

Unless otherwise stated, all data source is Federal Reserve as of October 18,           

2018.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Federal Reserve   : The Federal Reserve System is the central banking system of the

United States.

Recession : two consecutive quarters of negative GDP growth, characterized generally by

a slowing economy and higher unemploymen.

Balance sheet : refers to the cash and cash equivalents part of the Current Assets on a

firms balance sheet and cash available for purchasing new position.

Federal Funds Rate    : The rate that banks that are members of the Federal Reserve

system charge on overnight loans to one another. The Federal Open Market Committee sets

this rate. Also referred to as the “policy rate” of the U.S. Federal Reserve.

Federal Open Market Committee (FOMC) : The branch of the Federal Reserve Board that

determines the direction of monetary policy.

Interest rates : The rate at which interest is paid by a borrower for the use of money.

Normalization  : The process by which a policy or action returns to its historically

normal levels.

Treasury : Debt obligation issued by the U.S. government with payments of principal and

interest backed by the full faith and credit of the U.S. government.

Mortgage-backed securities   : Fixed income securities that are composed of multiple

underlying mortgages.

System Open Market Account (SOMA) : An account that is managed by the Federal Reserve

Bank, containing assets acquired through operations in the open market. The assets in

SOMA serve as a management tool for the Federal Reserve’s assets, a store of liquidity

to be used in an emergency event where the need for liquidity arises, and as collateral

for the liabilities on the Federal Reserve’s balance sheet such as U.S. dollars in

circulation.

Fed tightening : Refers to the Federal Reserve enacting monetary policies that have the

overall impact of reducing the availability of credit, which is widely thought to have

the potential to slow economic growth.
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