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Confluence Investment Management offers various asset allocation products which are managed using
“top down,” or macro, analysis. \We publish asset allocation thoughts on a weekly basis in a special
section within our Daily Comment report, updating the piece every Friday.
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Last week, we discussed the impact of reducing the size of the Federal Reserve’s balance sheet

on stocks and bonds. This week we will

discuss the effects of QE on monetary policy.

The FOMC dropped rates to near zero by January 2009. Although European central banks
(including the ECB) have since taken policy rates below zero, in 2009, the “zero lower bound”
was considered to be the lowest rates could fall. Thus, when the Fed wanted to stimulate further,
it felt it could not lower rates below zero. The U.S. central bank was left with nothing but
unconventional policy. The two policy tools employed at this point were forward guidance and

QE. The former was a clear signal from

the Fed that rates would be kept low for the foreseeable

future. The latter was the expansion of the balance sheet.

The problem was that it was difficult to determine how much stimulus these tools generated.
One attempt to answer this question came from the Atlanta FRB. To estimate the impact of
unconventional policy, Wu and Xia used the yield curve to measure the impact on borrowing

rates.
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Based on their analysis, QE and forward guidance were the equivalent of negative nominal rates
of nearly -3.0%. As tapering set in, the “shadow” rate rose rapidly. The bank has discontinued
calculating the rate, suggesting that once the fed funds target rate leaves the zero floor, the
applicability of the shadow rate is reduced. Essentially, they argue that once rates lift off the
zero bound, the shadow fed funds rate is no longer applicable.

Using the shadow rate as a guide, we can get a feel for how much policy has tightened relative to
earlier cycles.
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This chart shows the effective fed funds rate from 1957 to 1982, the estimated and actual target
from 1982 to 2009, the shadow rate (shaded in yellow on the chart) from 2009 to 2015 and a
return to the target rate after 2015. We have then calculated the trough and peak in fed funds tied
to the end of each expansion from 1960 through 2008 along with the current cycle using the
shadow rate.

Trough  Trough Peak Peak Rate Months
Rate Rate Peak to
(bps) Month (bps) Month  Change Trough

63 May-58 400 Nov-59 337 18

379 Jul-67 900  Oct-69 521 27

329  Feb-72 1078  Sep-73 749 19

461 Jan-77 1378 Dec-79 917 35

961 Aug-80 1910  Jun-81 949 10

587  Dec-86 981 May-89 394 29

475 May-99 650 Dec-00 175 19

100  Apr-05 525 Jul-08 425 40
-289  Aug-14 87.5 Mar-17 376.5 31
Average 558.375 24.8625

(Source: Haver Analytics, CIM)
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We have highlighted the current cycle in yellow and excluded it from the average. To reach the
average level that has preceded recessions in the past, the FOMC will need to make around seven
more rate hikes of 25 bps. Excluding the VVolcker money-targeting regime years would reduce
the average by roughly 125 bps, meaning that the Yellen Fed will be flirting with recession with
only two more rate hikes.

We are quite concerned about this situation because of an unresolved policy debate. It is unclear
if QE stimulation is a function of the level or the change in the balance sheet. Ifit’s the level,
the balance sheet is quite large; however, if it’s the change that matters, then reducing the
balance sheet could create unanticipated risks for the economy and markets.

FED BALANCE SHEET AS % OF NOMINAL GDP
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The balance sheet, scaled to GDP, is off its all-time highs but, at 23.4%, is well above the pre-
QE level of 5.8%. If level is the key determinant of stimulus, then the FOMC can reduce the
balance sheet substantially. On the other hand, the Wu-Xia shadow rate seems to follow the
yearly changes in the balance sheet.
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Comments from Fed officials clearly signal that policymakers believe the level is the key
indicator of stimulus; last week’s report, which compared equity markets to the level of the
balance sheet, would support that contention. However, as the above chart suggests, a case can
be made that the change in the balance sheet has an impact as well.

By 2018, it is quite possible the FOMC will have raised rates by another 50 bps and will have
started the process of reducing the balance sheet. The latter policy could tighten monetary policy
by an unknown amount. And, as we noted above, excluding the early VVolcker years, two rate
hikes may be getting us closer to recession levels than generally believed if the shadow rate
accurately represents the actual trough in the policy rate. It should be remembered that forward
guidance was part of the policy as well. Simply indicating that hikes will occur in the future
affects financial markets today. Although this isn’t an immediate concern, it appears we are
gliding into a period of enhanced risk by autumn. Adding to this issue is that both Chair Yellen
and Vice Chair Fischer are expected to leave the FOMC in January. Depending on who
President Trump appoints, we could have a change in the policy stance of the central bank.

We will be watching financial markets closely in the coming months to see how these issues we
have raised over the past three weeks will affect the economy and financial markets. Our
concern is that policymakers and markets have never experienced a sustained drop in the Fed’s
balance sheet; it may be innocuous or it may be a problem. History will be of only modest use
and thus the potential for a mistake will be elevated.

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based
upon sources and data believed to be accurate and reliable. Opinions and forward looking statements expressed are subject to
change. This is not a solicitation or an offer to buy or sell any security.
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