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Summary 

 The more interesting information in the minutes of the FOMC meeting on December 14-15 

related to the discussion on balance sheet normalization.  

 Since inflation is higher, the labor market is stronger, and the balance sheet is larger than last 

time, the FOMC expects to start balance sheet normalization sooner after the first rate hike 

than last time, and also to take place at a faster pace. 

 Of course, the longer-run size of the balance sheet was also discussed. However, in reality 

another asset purchase program is going to be launched well before we get there. 

 Seeing balance sheet reduction on the horizon spooked US stock markets, pushed up US 

treasury yields while flattening the curve, and pushed down EUR/USD. 

Introduction 

Forget about tapering, forget about rate hikes, balance sheet normalization is coming! The 

minutes of the FOMC meeting on December 14-15 confirmed that the FOMC does not see the 

Omicron variant of COVID-19 as a game changer. Doubling the pace of tapering, hiking earlier 

and more often than anticipated at the September and November meetings are not the only 

consequences of higher inflation and the improvement in the labor market. The FOMC also 

expects to reduce the balance sheet earlier and faster than last time. 

Enter the balance sheet 

According to the minutes, participants observed that growth of economic activity appeared to 

have been strong in the fourth quarter after having slowed in the third quarter, and they generally 

expected robust growth to continue in 2022. Many participants noted that the emergence of the 

Omicron variant made the economic outlook more uncertain; several remarked that they did not 

yet see the new variant as fundamentally altering the path of economic recovery in the United 

States. Participants generally noted that, given their individual outlooks for the economy, the 

labor market, and inflation, it may become warranted to increase the federal funds rate sooner or 

at a faster pace than participants had earlier anticipated. However, this was already evident on 

December 15 from the decision to double the pace of tapering and the upward shift in the dot 

plot for 2022. For more details we refer to our FOMC Post-Meeting Comment. Instead, more 

interesting was the remark on the start of balance sheet normalization: “Some participants also 

noted that it could be appropriate to begin to reduce the size of the Federal Reserve's 

balance sheet relatively soon after beginning to raise the federal funds rate.” In fact, the 

minutes showed that a discussion on policy normalization had taken place, preceded by staff 

presentations.  
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Balance sheet normalization: then and now 

Compared to the previous (attempt at) balance sheet normalization, participants remarked that 

the current economic outlook was much stronger, with higher inflation and a tighter labor 

market than at the beginning of the previous normalization episode. They also observed that 

the Federal Reserve's balance sheet was much larger and that the current weighted average 

maturity of the Federal Reserve's Treasury holdings was shorter than at the beginning of the 

previous normalization episode. Some observed that, as a result, depending on the size of any 

caps put on the pace of runoff, the balance sheet could potentially shrink faster than last time if 

the Committee followed its previous approach in phasing out the reinvestment of maturing 

Treasury securities and principal payments on agency MBS. However, several participants raised 

concerns about vulnerabilities in the Treasury market and how those vulnerabilities could affect 

the appropriate pace of balance sheet normalization. A couple of participants noted that the Fed’s 

standing repo facility (SRF) could help to mitigate such concerns. Participants also judged the 

Federal Reserve to be better positioned for normalization than in the past, as the ample-reserves 

framework and the Federal Reserve's current interest rate control tools, including interest on 

reserve balances and the overnight reverse repurchase agreement (ON RRP) facility, are in place 

and working well. Some participants judged that a significant amount of balance sheet shrinkage 

could be appropriate over the normalization process, especially in light of abundant liquidity in 

money markets and elevated usage of the ON RRP facility. 

Almost all participants agreed that it would likely be appropriate to initiate balance sheet runoff at 

some point after the first increase in the target range for the federal funds rate. However, 

participants judged that the appropriate timing of balance sheet runoff would likely be closer 

to that of policy rate liftoff than in the Committee's previous experience, when balance sheet 

normalization started almost two years after the first rate hike. They noted that current conditions 

included a stronger economic outlook, higher inflation, and a larger balance sheet and thus could 

warrant a potentially faster pace of policy rate normalization. However, they emphasized that the 

decision to initiate runoff would be data dependent. 

Some participants commented that removing policy accommodation by relying more on balance 

sheet reduction and less on increases in the policy rate could help limit yield curve flattening 

during policy normalization. A few of these participants raised concerns that a relatively flat yield 

curve could adversely affect interest margins for some financial intermediaries, which may raise 

financial stability risks. However, a couple of other participants referenced staff analysis and 

previous experience in noting that many factors can affect longer-dated yields, making it difficult 

to judge how a different policy mix would affect the shape of the yield curve. 

Many participants judged that the appropriate pace of balance sheet runoff would likely be 

faster than it was during the previous normalization episode. 

To summarize, balance sheet normalization is coming earlier than last time and will be faster, 

because this time inflation is higher, the labor market is stronger, and the balance sheet is larger. 

The elusive balance sheet target 

Of course, the longer-run size of the balance sheet was also a topic of discussion. This is a highly 

hypothetical debate, because in reality another asset purchase program is going to be launched 

well before the elusive long run equilibrium for the balance sheet is reached. How far did we get 

last time?  

Anyway, the discussion did not get very concrete. Several participants noted that the level of 

reserves that would ultimately be needed to implement monetary policy effectively is uncertain, 

because the underlying demand for reserves by banks is time varying. In light of this uncertainty 

and the Committee's previous experience, a couple of participants expressed a preference to 

allow for a substantial buffer level of reserves to support interest rate control. Participants noted 
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that it would be important to carefully monitor developments in money markets as the level of 

reserves fell to help inform the Committee's eventual assessment of the appropriate level for the 

balance sheet in the longer run.  

Some participants expressed the view that the SRF would help ensure interest rate control as the 

size of the balance sheet approached its longer-run level; several participants noted that the SRF 

could facilitate a faster runoff of the balance sheet than might otherwise be the case; several 

participants raised the possibility that the establishment of the SRF could reduce the demand for 

reserves in the longer run, suggesting that the longer-run balance sheet could be smaller than 

otherwise. 

Participants also discussed the composition of the Federal Reserve's asset holdings. Consistent 

with the previous normalization principles, some participants expressed a preference for the 

Federal Reserve's asset holdings to consist primarily of Treasury securities in the longer run. To 

achieve such a composition, some participants favored reinvesting principal from agency MBS 

into Treasury securities relatively soon or letting agency MBS run off the balance sheet faster than 

Treasury securities. 

Conclusion 

Seeing balance sheet reduction on the horizon spooked US stock markets, pushed up US treasury 

yields while flattening the curve, and pushed down EUR/USD. After pussyfooting around the start 

of tapering for months, the Fed theme changed rapidly to faster tapering, and earlier and more 

rate hikes. Now we can add earlier and faster balance sheet reduction. 

 

Table 1: Median projections of FOMC participants (December 2021) 

Variable 2021 2022 2023 2024 Longer run 

GDP growth 5.5 

(5.9) 

4.0 

(3.8) 

2.2 

(2.5) 

2.0 

(2.0) 

1.8 

(1.8) 

Unemployment 4.3 

(4.8) 

3.5 

(3.8) 

3.5 

(3.5) 

3.5 

(3.5) 

4.0 

(4.0) 

PCE inflation 5.3 

(4.2) 

2.6 

(2.2) 

2.3 

(2.2) 

2.1 

(2.1) 

2.0 

(2.0) 

Core PCE 

inflation 

4.4 

(3.7) 

2.7 

(2.3) 

2.3 

(2.2) 

2.1 

(2.1) 

 

Federal funds 

rate 

0.1 

(0.1) 

0.9 

(0.3) 

1.6 

(1.0) 

2.1 

(1.8) 

2.5 

(2.5) 

Source: FOMC, December 15, 2021 (September 22, 2021) 
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subject to regulation by the Financial Conduct Authority and limited regulation by the Prudential Regulation 
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assessment of the value or prospects of its subject matter and it must not be relied upon by any recipient as an 

impartial assessment of the value or prospects of its subject matter.  No reliance may be placed by a recipient on 

any representations or statements made outside this document (oral or written) by any person which state or imply 

(or may be reasonably viewed as stating or implying) any such impartiality. 

This document is for information purposes only and is not, and should not be construed as, an offer or a 

commitment by RL or any of its affiliates to enter into a transaction.  This document does not constitute investment 

advice and nor is any information provided intended to offer sufficient information such that is should be relied 

upon for the purposes of making a decision in relation to whether to acquire any financial products.  The 

information and opinions contained in this document have been compiled or arrived at from sources believed to be 

reliable, but no representation or warranty, express or implied, is made as to their accuracy, completeness or 

correctness. 

The information contained in this document is not to be relied upon by the recipient as authoritative or taken in 

substitution for the exercise of judgement by any recipient.  Any opinions, forecasts or estimates herein constitute a 
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consistent with any such opinions, forecasts or estimates.  All opinions expressed in this document are subject to 

change without notice.   

To the extent permitted by law, neither RL, nor other legal entities in the group to which it belongs accept any 

liability whatsoever for any direct or consequential loss howsoever arising from any use of this document or its 

contents or otherwise arising in connection therewith. 

Insofar as permitted by applicable laws and regulations, RL or other legal entities in the group to which it belongs, 

their directors, officers and/or employees may have had or have a long or short position or act as a market maker 

and may have traded or acted as principal in the securities described within this document (or related investments) 

or may otherwise have conflicting interests.  This may include hedging transactions carried out by RL or other legal 
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finance or other services to companies whose securities (or related investments) are described in this document.  

Further, internal and external publications may have been issued prior to this publication where strategies may 

conflict according to market conditions at the time of each publication. 

This document may not be reproduced, distributed or published, in whole or in part, for any purpose, except with 

the prior written consent of RL.  By accepting this document you agree to be bound by the foregoing restrictions. 

The distribution of this document in other jurisdictions may be restricted by law and recipients of this document 

should inform themselves about, and observe any such restrictions.  
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