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Notes on the Fed’s Exit Strategy, Part I

As the Fed continues to wind down its asset purchases, we are approaching a tipping point in monetary
policy. The focus now shifts to how the Fed will begin to reverse unconventional monetary policy.
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monetary policy and the use of tools other than the fed funds rate in order *°7

to conduct policy actions going forward. Given the large scale asset $25
purchases by the Fed, the potential exists that the fed funds rate alone may ¢, |
not be effective in controlling interest rates. In this week’s note, we review
the range of options the Fed could potentially use to help move interest
rates when the time comes.
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rate. In essence, banks are paid to hold funds at the Fed (middle graph).
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fed funds rate would be diminished. Thus, the Fed has introduced a
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helping to steer short-term interest rates. However, this new RRP facility *° | 1%
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Things to Look for in the Months Ahead

We will be looking for signs from the Fed on the proposed use the RRP
facility and the TDF. While we expect the Fed to reinvest the proceeds of
maturing assets to maintain the level of assets on the balance sheet for
some time, the question remains regarding the impact of drawing down the
level of assets on the Fed’s balance sheet. While we are certainly not
implying a causal relationship, we do find the correlation between the level
of assets on the Fed’s balance sheet and equity markets (bottom graph). s$t.07 T 400
Now at the tipping point of monetary policy is the time to pay even closer so.s + + 200
attention to the fine details of the Fed’s operations and its numerous so.0 0
impacts on ﬁnancial markets. 2007 2008 2009 2010 2011 2012 2013 2014
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