
Can the Fed shrink its balance sheet?
There's no way to shrink the balance sheet without longer-term Treasury yields going u
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Thank you for subscribing to my posts. If you’re not yet a paying subscriber, please consider
becoming one. That’ll allow you to DM me with questions and comments. I plan to move m
posts behind a paywall in coming months. Subscribing now locks you in at a low rate. Than
you so much for your support and feedback!

One of the questions that comes up frequently in my Saturday morning live streams
whether Kevin Warsh will shrink the Fed’s balance sheet in any kind of material wa
and what that would mean for markets. So that’s what I’ll focus on in today’s post an
it’s also what I’ll talk about on the live stream in a few hours at 9 am (ET).

The Fed’s balance sheet began to balloon after the 2008 crisis, when the Fed bought
ton of Treasury debt and mortgage-backed securities. The rationale for this was tha
the policy rate had fallen to zero, so conventional means for monetary policy to ease
had been exhausted. Purchases of Treasuries and mortgage-backed securities aimed
flatten the yield curve, bring down longer-term interest rates and - thereby - ease
financial conditions further. These kind of asset purchases are also thought of as an
especially potent form of “forward guidance,” since the central bank is quite literally
putting its money where its mouth is.

31

7/4/26, 4:37 PM Can the Fed shrink its balance sheet? - Robin J Brooks

https://robinjbrooks.substack.com/p/can-the-fed-shrink-its-balance-sheet 1/7

https://substack.com/@robinjbrooks
https://open.substack.com/live-stream/265543
https://substackcdn.com/image/fetch/$s_!ZOTI!,f_auto,q_auto:good,fl_progressive:steep/https%3A%2F%2Fsubstack-post-media.s3.amazonaws.com%2Fpublic%2Fimages%2Fd65e9e2f-125e-4175-a567-35119ac9a3c2_460x432.png


All this means that - if you’re in favor of aggressively shrinking the balance sheet -
you’re willing to accept higher interest rates on Treasury debt. I personally think th
would be a good thing. Fiscal policy is clearly out of control and needs a reality chec
But I’m highly doubtful this’ll happen. The chart above shows the composition of th
asset side of the Fed’s balance sheet. The balance sheet is around 21 percent of GDP
(black line), of which holdings of Treasury debt (the red bars) make up two-thirds.
There’s just no way the Fed can rid itself of this stuff to any material degree.

I’ll make three points in today’s post: (i) compared to its asset purchase (QE) program
efforts to reduce the balance sheet (QT) are small and short - the data say we just do
have the stomach for this stuff; (ii) bad shocks come along with regularity and Fed Q
during such shocks has become normalized - over the medium term, the direction o
the Fed’s balance sheet is up, not down; and (iii) there’s obviously financial repressi
(using regulatory policy to stuff the financial system with debt) and other things tha
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can be done to keep yields down if the Fed’s balance sheet is cut, but these won’t he
much if the Fed seriously downsizes its Treasury holdings.

We don’t have the stomach for balance sheet reduction: the black line in the
chart above shows total issuance of Treasury debt and the bars of various color
show where demand for this debt comes from. When they’re positive, the light
blue bars show Fed accumulation of Treasury debt during QE programs, while 
when they’re negative - holdings of Treasuries are falling during QT. QT alway
ends up being smaller and shorter than QE because we - by revealed preference
don’t have the stomach for higher yields and the associated rise in volatility tha
more aggressive balance sheet reduction would entail. We’re good at buying, bu
we’re not good at selling. A major flaw that - over the medium term - will drive 
Fed’s balance sheet up, not down.
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Bad shocks come along with regularity: the fact that we don’t have the stomac
for proper QT means the Fed’s balance sheet will inexorably rise. That’s becaus
bad shocks come a long with regularity. When those happen, as in COVID, the
budget deficit widens sharply because the government does all kinds of spendin
amid collapsing tax revenues. Private demand for all the resulting debt issuance
low, so - as the chart above shows - the Fed steps up to buy it so that interest ra
don’t go through the roof. The problem is that this warehousing of debt turns o
to be permanent. The Fed is never able to fully unload the Treasuries it buys.
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Financial repression and other games: of course you can force banks to hold m
Treasuries - making it easier for the Fed to cut its balance sheet - something th
falls under the banner of “financial repression.” You can also issue more short-ter
debt to avoid the rise in yields that could result from a big drop in the Fed’s
balance sheet. That’s certainly something that, as the chart above shows, has be
used increasingly in recent years. But the scope to which these things can offse
meaningful reduction in the Fed’s balance sheet is very limited.

My bottom line is that any kind of meaningful reduction in the Fed’s balance sheet 
unlikely. I think such a reduction would be a good thing. It’d raise the role of marke
in setting yields, which hopefully would make policy makers more attuned to just h
reckless our out-of-control fiscal policy is. But - unfortunately - this is precisely why
won’t happen in any meaningful way. The one thing successive US governments hav
in common is their love for irresponsible fiscal policy and not facing up to reality.
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Defy the Odds 11h

This is doable with regulations. You have to force banks, pension funds and insurance conpan

hold more long-term bonds, plus debt financing is already scewed towards T-bills. You could 

tweak there. Plus you have to weaken the relationship between the 10y and mortages and oth

lending channels and you are done. Its not pretty, but doable.

LIKE (2) REPLY

D.S. 4h

First-rate analysis (as always), thank you.

We live in a country where the pols and the people crave fiscal discipline -- just not this year.

"The fault, dear Brutus..."
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