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Central Bank Watch

Making sense of US Fed’s balance sheet reduction

US Fed’'s massive stash of assets shrank for a third straight week to US$7.01tn,
the smallest size since mid-May, raising concerns that Fed’s actions will not be
enough to continue providing stimulus to US financial markets. We view that recent
balance sheet contraction was mainly due to slackening demands for repos and
central bank USD swaps, reflecting that dollar crunch is over and financial markets
have stabilized. We expect Fed’s B/S will continue to ease lower and its support
for financial market will fall. It does not mean that Fed is shifting its policy stance.
Instead, it is transitioning from crisis management mode to long-term easing.

Reasons of balance sheet contraction: slackening demands for repos
and FX swaps. Since Mar 2020, in order to provide support for US economy
reeling from COVID-19, Federal Reserve has lowered its target policy rate
effectively to zero lower bound and used a full range of unconventional and
inventive policy tools. Fed opened the dollar liquidity swap lines for nine
additional central banks to exchange for US dollar to help lessen strains in
global US dollar funding market and support credit to households and
businesses. Data released on 2 Jul showed that foreign center bank liquidity
swaps dropped by 50% from its peak in late May. Repurchase agreement
(repos), a facility intending to provide an alternative temporary source of US
dollars, also decreased further to US$61bn from its peak in mid-Mar of
US$441bn, confirming reduced money market stress. Reduction of both repos
and FX swaps lead to passive contraction of Fed's balance sheet as
emergency stimulus exit. Fed also downsized mortgage-backed securities by
US$32bn for the week ending 2 Jul.

Severe global dollar crunch is behind us. Reduction in the dollar swap lines
and support for money market funds show that financial and credit markets
are returning to near-normal. Therefore, US banks are further dialing back
their use of repurchase agreements and other central banks are relying less
on Fed now. The severe shortage of US dollar around the globe since Mar
2020 was almost over. Looking ahead, USD may weaken as US economic
recovery is likely to lag behind many other regions and global risk appetite
may continue to improve following encouraging coronavirus vaccine trials.

Enormous liquidity has avoided financial crisis, but also pushed
valuations to levels that fundamentals do not justify. Despite recent
contraction, Fed’s balance sheet with the size of US$7tn is still enormous,
almost double the size of Sep 2019. Central bank easing results in surging
global liquidity, which helps financial markets by lifting valuations to levels that
do not justify their fundamentals. However, US economic recovery still has a
long way to go. Fed expected US GDP to contract 6.5% in 2020. Labor market,
as we see, is not able to return to pre-virus level for quite some time.

Liquidity environment, what to watch? Reduction of both repos and FX
swaps cause passive contraction of balance sheet. As more FX swaps due to
expire next week, Fed B/S contraction may continue, which is a natural exit
from crisis mode. Fed actively manages balance sheet by purchase of
Treasury and mortgage-backed securities (MBS), as well as other
unconventional tools. Fed has reduced the pace of buying Treasury and MBS
compared to it of the past three months, but Fed still pledges to continue at
least at current pace, which means the liquidity condition will not be tighten
over the coming months.
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2H20 Fed policy outlook: transitioning from crisis management mode to
long-term easing, from financial to non-financial. Fed is exiting from some
pandemic relief measures, because the needs of emergency lending facilities,
which aim to ensure the flow of credit to the financial sector, have become
limited. However, we do not see shift of Fed’s policy stance. We expect that
US Fed is likely to keep its ultra-easing monetary stance until the economy
gets back to full employment, a process which we believe will take years.
Benchmark short-term borrowing rate may stay in the range of 0-0.25%
throughout 2022. Fed is expected to continue to purchase US Treasuries and
agency mortgage-backed securities (AMBS) at current pace throughout 2H20.
Moreover, Fed is shifting focus from large scale asset purchases to the
provision of credit to the non-financial sector, so Fed will provide more help to
Main Street than Wall Street in 2H20. US stock market may be very sensitive

to these transitions.

Figure 1. US equities have been riding on liquidity

provision by Fed

Figure 2: Fed is gradually exiting its emergency
liquidity programs
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Figure 3: Central bank liquidity swaps trim as severe
global dollar crunch is behind us

Source: US Federal Reserve, Bloomberg, CMBIS

Figure 4: Repos on Fed’s balance sheet have
dropped, showing reduced money market stress
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Figure 5: Selected assets and liabilities of all US Federal Reserve banks
Current Week ago Change Month ago Change Year ago Change

Items (US$mn) 2/7/2020 24/06/2020

from 3/6/2020 from 41712019 from
previous previous previous

week month year

Total assets 7,009,040 7,082,302 -73,262 7,165,217 -156,177 3,813,198 3,195,842
Securities held outright 6,126,948 6,143,193 -16,245 5,972,297 154,651 3,630,466 2,496,482
US Treasury securities 4,213,220 4,197,404 15,816 4,134,356 78,864 2,095,393 2,117,827
Federal agency debt securities 2,347 2,347 0 2,347 0 2,347 0
Mortgage-backed securities 1,911,381 1,943,441 -32,060 1,835,594 75,787 1,532,726 378,655
Unamortized premium on securities held 314,324 313,854 470 305,269 9,055 130,759 183,565
outright
Unamortized discounts on securities held -5,345 -5,319 -26 -5,504 159 -12,874 7,529
outright
Repurchase agreements 61,201 70,201 -9,000 211,550 -150,349 0 61,201
Central bank liquidity swaps 225,414 274,963 -49,549 446,945 -221,531 17 225,397
Net portfolio holdings of MS Facilities LLC 37,502 37,502 0 0 37,502 0 37,502
(Main Street Lending Program)
Net portfolio holdings of Corporate Credit 41,940 40,617 1,323 36,154 5,786 0 41,940
Facilities LLC
Foreign currency denominated assets 20,984 20,958 26 20,768 216 20,917 67
Total Liabilities 6,970,195 7,043,391 -73,196 7,126,300 -156,105 3,773,971 3,196,224
Federal Reserve notes in circulation 1,922,987 1,915,107 7,880 1,903,660 19,327 1,702,771 220,216
Reverse repurchase agreements 227,236 220,362 6,874 246,054 -18,818 296,852 -69,616
Deposit 4,698,086 4,786,037 -87,951 4,860,697 -162,611 1,767,813 2,930,273
Other deposits held by depository 2,863,196 2,937,657 -74,461 3,257,435 -394,239 1,485,213 1,377,983
institutions
Foreign official 16,223 16,222 1 16,281 -58 5,245 10,978
US Treasury, General account 1,656,747 1,586,573 70,174 1,431,462 225,285 220,911 1,435,836
Other deposits 161,920 245,586 -83,666 155,519 6,401 56,445 105,475
Treasury contributions to credit facilities 114,000 114,000 0 104,000 10,000 0 114,000
Total capital 38,845 38,911 -66 38,917 72 39,227 -382
Total liabilities and capital 7,009,040 7,082,302 -73,262 7,165,217 -156,177 3,813,198 3,195,842

Source: US Federal Reserve, Bloomberg, CMBIS
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