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Investment Outlook

On April 5th, 2017 the US Federal Reserve announced 
that it held discussions at their last meeting in March 
about reducing the size of its balance sheet. Currently 
the total holdings of the central bank stands at a 
staggering $4.5 trillion, spread over treasury notes and 
mortgage-backed securities (MBS). This figure amounts 
to almost 30% of total US GDP, all of which is controlled 
by a single entity. The era of massive monetary 
expansion that led to a global multi-year rally across 
asset classes might be coming to an end, therefore the 
path to unwinding assets of such magnitude might be 
treacherous and must be navigated very carefully.  

A brief history of quantitative easing 

The U.S. Federal Reserve System held between $700 billion 
and $800 billion of Treasury notes on its balance sheet 
before the Lehman crisis. In late November 2008, the central 
bank started buying $600 billion in MBS and Treasury notes 
– known as QE1 – to help support a collapsing economy. By 
March 2009, it held $1.75 trillion worth of securities; this 
amount reached a peak of $2.1 trillion in June 2010. While 
the Fed cut interest rates to zero very quickly, long-term 
rates stayed volatile, after reaching a low of 2% on the ten 
year, yields went back to 4% in 2009 and again in 2010, 
jeopardising the recovery. As a reaction to this situation, 
Mr Bernanke announced a second round of quantitative 
easing in November 2010, buying $600 billion of Treasury 
securities by the end of the second quarter of 2011; this 
became known as QE2, aimed at pushing and maintaining 
long-term rates at lower levels.
While the economy was recovering, inflation and 
unemployment stayed below the Fed’s target, leading to 
a third round of quantitative easing. The Federal Reserve 
decided to launch a new, open-ended $40 billion monthly 
purchasing program of agency MBS by 2012. Later that 
year, it had increased the amount of open-ended purchases 

from $40 billion to $85 billion per month, and as a result 
long-term interest rates collapsed to historical lows.
During the September 2013 policy meeting Mr Bernanke 
announced a “tapering” of some of the Fed ‘s QE policies 
contingent upon continued positive economic data. 
Specifically, he said that the Fed could scale back its bond 
purchases from $85 billion to $65 billion a month. The 
market reacted negatively to the news as yields rallied to 
3% in a short period of time, which prompted the Fed to 
delay its tapering program.
Eventually, purchases were only halted in October 2014, 
after accumulating $4.5 trillion in assets. Since then, all 
maturing notes and coupons have been reinvested to keep 
the balance sheet at the same level, which proved to be 
key in achieving a long lasting period of low interest rates.

The mechanism of interest rates and liquidity

Short-term yields can be targeted by lowering the 
Federal funds rate. If the central bank decides to cut 
the overnight rate by 0.25%, the 0-2 year curve would 
shift downwards by that same amount. However, the 
longer end reacts differently, the reason being that it 
is susceptible to changes in longer term macroeconomic 
factors, mainly inflation and unemployment. In 2009, 
when overnight rates were near zero, the ten year 
yield was around 4%, which steepened the curve. 
Investments, lending, mortgages and long-term projects 
always take into account ten year or higher funding 
costs, therefore if the curve is steep the benefits of low 
short-term rates is practically nil. In order to rectify this, 
the Fed embarked on massive asset purchases of MBS 
and long-term treasury notes pushing the long-term 
interest rates down to unprecedented levels and most 
importantly making sure they stayed there. 
It was the first time in history where a central bank 
intervened in the market at this scale, the first round 
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effects were largely positive. Equities and bonds rallied 
alike, unemployment recovered, GDP started growing 
again and the overall effects were so successful that 
other central banks around the world followed suit. The 
BOJ, the ECB, and the BOE all expanded their balance 
sheets and accumulated publicly traded assets as well 
as government bonds. There has been much debate 
on the negative consequences of such interventions, 
despite the mainly positive repercussions so far. One 
immediate example of an undesired outcome could 
be a considerable currency devaluation, since central 
banks are essentially printing money and buying debt. 
In doing so, M1 in the US – a measure of the most liquid 
money in circulation – increased by 140% from 2008 
to 2017; in comparison, M1 increased by 27% over the 
course of the previous nine years, equivalent to 3% 
p.a. growth, somewhat matching inflation. As money 
supply increased substantially in the major economies, 
the main currencies did not lose value against each 
other, gold went up by 170% to its historical peak and 
asset prices – specifically the S&P500 index – embarked 
on the second largest upward cycle in history, rising by 
250% from 2009 to date. On one hand, printing money 
could explain a good portion of the rise in gold prices; 
on the other, equities rose primarily because of low 
rates and excess liquidity, both of which helped pushing 
the economy forward after a very severe setback in 
2008 – unemployment rate came down, GDP growth 
was consistently positive as companies’ earnings grew. 
Without a doubt, the era of cheap capital orchestrated 
by the Federal Reserve played a big part in the asset 
price growth and it makes us wonder what will happen 
if and when this process is reversed.

Unwinding the balance sheet

After three rounds of asset purchases the holdings 
of the US Fed grew by 390% over the course of nine 
years. Reversing this process can put a lot of strain on 
the market because liquidity conditions would tighten, 
interest rates would go up and the new supply of US 
treasuries would have to be absorbed by different 
buyers. As we have seen in the past, the tapering process 
took many years to accomplish due to adverse reactions 
by investors. The Fed is aware of this challenge and we 
think they will be very careful in their communication 
to the market when they start reducing the balance 
sheet. It is estimated that every $100 billion reduction 
will impact the ten year curve by 5 bps, and similarly a 
decrease of $500 billion in assets would produce a 25 
bps rate hike. 
We expect the central bank to balance its path towards 
higher rates between targeting the Fed Funds rate and 
letting its holdings of treasury notes mature. The ideal 
scenario would be one where the Fed lets its holdings 
mature, in a natural process of balance sheet reduction. 
Should this process start by year-end, $1 trillion of Fed 
treasury holdings would mature starting from 2018 
through to 2020 without reinvesting the proceeds, 
which in turn would shift the curve upwards by 50 bps. 
For this reason, we expect the Fed to control monetary 
policy using the balance sheet as the funds rate takes a 
secondary role.

Investment Conclusion

We believe that the Fed will be very diligent in 
its future communication to the market and the 
unwinding process. It will be a slow and long path 
towards achieving its goals and making sure the long 
end of the curve stays anchored around 3%. We think 
that fixed income investments will not generate 
capital gains over the next three years, unlike the last 
decade when interest rates were constantly going 

down. We are neutral in our allocation in the short-
term and recommend to be invested in credit when 
rates move higher than the current levels of 2.3%. 
It is possible we will witness a decrease in earnings 
growth by next year as a consequence of this potential 
shift in the cost of capital, hence our preference for 
deep value stocks and underpenetrated asset classes 
such as private equity and real estate.
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