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United States: Will the Fed be sufficiently cautious when it stops QT?
Céline Choulet

Regardless of their monetary policy stance, the major central banks have embarked on balance sheet reduction programmes (quantitative
tightening, QT). The main risk associated with these programmes is their potential to dry up money markets by depriving commercial banks
of the central bank reserves they need to satisfy the liquidity requirements set by Basel Ill. The US Federal Reserve's first QT experiment
failed in 2019 for this very reason. In its effort to proceed with caution, and due to the lack of clarity regarding the optimal level of
reserves (neither scarce nor abundant), the Fed set itself the goal of halting its second QT at the first tangible signs of tension in the
money markets. In line with this plan, on October 29, it announced that it would halt its QT2 on December 1.

UNITED STATES: THE REDUCTION IN THE OVERALL CENTRAL BANK MONEY STOCK HAS BEEN NOTICEABLE ON THE MONEY MARKETS FOR SEVERAL WEEKS
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Reasons for stopping QT

The trends in short-term market rates indicate that the total pool of central bank money (consisting of bank reserves at the Fed and money market
fund deposits under the ON RRP) can no longer be regarded as abundant (see left-hand chart). The cost of accessing liquidity has increased in
recent weeks: the median rate for securities repurchase agreements (SOFR)? now regularly exceeds the interest rate on reserves (IORB) and is close
to, or even higher than, the Fed's discount window rate. Liquidity withdrawals from the Fed (under the Standing Repo Facility, SRF®) are becoming
increasingly common.

What next?

In line with its operational framework®, the Fed will maintain the size of its balance sheet® for some time (weeks or months). Subsequently, to ensure
its supply of reserves remains at a level it considers sufficiently “ample” (likely around 9%-10% of GDP, as shown in the right-hand chart), it will
once again increase its balance sheet. By 2026, its monthly purchases of T-bills could reach USD 25-30 bn (in addition to USD 15-20 bn from the
reinvestment of principal payments from its MBS holdings) to maintain the weight of its balance sheet at 20% of GDP.

However, the Fed should be more cautious. The ability of large banks to access central bank liquidity remains limited. Only one of the shortcomings
of its liquidity injection tool has been addressed: since the end of June, the SRF window has been available during hours that are more suited to
the needs of market participants. However, the other two shortcomings—the lack of centralised clearing for Fed repo loans and the risk of stigma
associated with its use—remain (see: "QT2: the Fed is trying to find the right pace”).

Recent developments have also highlighted the irrelevance of the effective federal funds rate (EFFR)® for assessing borrowing conditions in the money
markets and ensuring the smooth transmission of monetary policy. At the beginning of October, based on its very low elasticity to fluctuations in the
total stock of reserves, the Fed assessed that reserves continued to be abundant’. Furthermore, while tensions are currently evident in the repurchase
agreement markets, borrowing levels in the federal funds market remain modest, with a median rate that, although increasing (see left-hand chart),
is still favourable (below the I0RB). As Lorie Logan®, President of the Dallas Fed, has suggested, it may be time to adjust the measuring instrument.

1 Under the ON RRP facility, the Fed places securities in repurchase agreements with counterparties, predominantly money market funds. A repurchase agreement is similar to a secured loan, where cash is
exchanged for securities. It comes with a commitment to repurchase the securities at the end of the contract.

2 The SOFR rate corresponds to the median overnight rate for repurchase agreements executed in the market (which are secured loans between financial institutions) for which the Fed has data.

3 Under the SRF facility, eligible counterparties (primary dealers and depository institutions) enter into repurchase agreements with the Fed, providing securities in exchange for cash.

4 Annual Report on Open Market Operations - Federal Reserve Bank of New-York

5 The Federal Reserve will reinvest all principal payments from its holdings of debt securities. Maturing Treasuries will be substituted with newly issued Treasury securities (maintaining a similar maturity
structure for purchases as that of issues, while principal payments from its holdings of mortgage-backed securities (MBS) will be reinvested in short-term Treasury securities (T-bills).

6 The federal funds market is an “unsecured” market where mainly US branches of foreign banks and government-sponsored enterprises interact (see “QT2: the Fed is trying to find the right pace”).

7 Reserve Demand Elasticity - Federal Reserve Bank of New-York

8 The case for modernizing the FOMC's operating target rate - Dallasfed.org
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The information and opinions contained in this document have been obtained from, or are based
on, public sources believed to be reliable, but there is no guarantee of the accuracy, comple-
teness or fitness for any particular purpose of such information and such information may not
have been independently verified by BNPP or by any person. None of BNPP any of its subsidiary
undertakings or affiliates or its members, directors, officers, agents or employees accepts any
responsibility or Liability whatsoever or makes any representation or warranty, express or im-
plied, as to the accuracy and completeness of the information or any opinions based thereon
and contained in this document and it should not be relied upon as such. This document does
not constitute research, as defined under MIFID Il, or form any part of any offer to sell or issue
and is not a solicitation of any offer to purchase any financial instrument, nor shall it or any
part of it nor the fact of its distribution form the basis of, or be relied on, in connection with
any contract or investment decision. Information and opinions contained in this document are
published for the information of recipients, but are not to be relied upon as authoritative or
taken in substitution for the exercise of judgment by any recipient, are subject to change without
notice. In providing this document, BNPP does not offer investment, financial, legal, tax or any
other type of advice to, nor has any fiduciary duties towards, recipients. Any reference to past
performance is not indicative of future performance, which may be better or worse than prior
results. Any hypothetical, past performance simulations are the result of estimates made by
BNPP, as of a given moment, on the basis of parameters, market conditions, and historical data
selected by BNPP, and should not be used as guidance, in any way, of future performance. To
the fullest extent permitted by law, no BNPP group company accepts any liability whatsoever
(including in negligence) for any direct or consequential loss arising from any use of or reliance
on material contained in this document even when advised of the possibility of such losses. All
estimates and opinions included in this document are made as of the date of this document. Un-
less otherwise indicated in this document there is no intention to update this document. BNPP
may make a market in, or may, as principal or agent, buy or sell securities of any issuer or person
mentioned in this document or derivatives thereon. Prices, yields and other similar information
included in this document are included for information purposes however numerous factors will
affect market pricing at any particular time, such information may be subject to rapid change
and there is no certainty that transactions could be executed at any specified price. BNPP may
have a financial interest in any issuer or person mentioned in this document, including a long
or short position in their securities and/or options, futures or other derivative instruments based
thereon, or vice versa. BNPP, including its officers and employees may serve or have served as
an officer, director or in an advisory capacity for any person mentioned in this document. BNPP
may, from time to time, solicit, perform or have performed investment banking, underwriting
or other services (including acting as adviser, manager, underwriter or lender) within the last
12 months for any person referred to in this document. BNPP may be a party to an agreement
with any person relating to the production of this document. BNPP may to the extent permitted
by law, have acted upon or used the information contained herein or in the document, or the
analysis on which it was based, before the document was published. BNPP may receive or
intend to seek compensation for investment banking services in the next three months from or
in relation to any person mentioned in this document. Any person mentioned in this document
may have been provided with relevant sections of this document prior to its publication in order
to verify its factual accuracy.
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BNP Paribas is a société anonyme incorporated in France, licensed and supervised as a credit
institution by the European Central Bank (ECB) and as an investment services provider by the
Autorité de controle prudentiel et de résolution (ACPR) and Autorité des marches financiers
(AMF), and having its registered office at 16, boulevard des Italiens, 75009 Paris, France.

Some or all of the information contained in this document may already have been published on
https:/globalmarkets.bnpparibas.com.

For country-specific disclaimers (United States, Canada, United Kingdom, Germany, Belgium,
Ireland, Italy, Netherlands, Portugal, Spain, Switzerland, Brazil, Turkey, Israel, Bahrain, South
Africa, Australia, China, Hong Kong, India, Indonesia, Japan, Malaysia, Singapore, South Korea,
Taiwan, Thailand, Vietnam) please type the following URL to access the applicable legal notices:
https:/globalmarkets.bnpparibas.com/gm/home/Markets_360_Country_Specific_Natices.pd.
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