
FIxED InCOME  
MArkET STrATEGy
no Way out

A p r I L  2 0 1 3

Highlights
}   No Way Out. Our title basically answers the question we’ve received quite a bit on 

the Fed’s exit plans. Selling assets risks financial stability and the Fed has no 
intentions of selling. Absent asset sales, we estimate that “normalization” of the 
Fed’s balance sheet will take more than a decade. 

}   Front load the benefits, back load the risks. The consequences of such a large Fed 
balance sheet complicates their ability to tighten policy when the time comes. That 
front loads the benefits of QE but back loads the risks leading to a worse inflation 
experience and the potential for financial market instability from the financial 
asset inflation that results from today’s overly accommodative policy in the future.

}   While the Fed looks to get out, Japan jumps in. Japan takes a page out of the Fed’s 
QE playbook ramping up its balance sheet to a surprisingly large degree. As we 
laid out in our year-ahead theme “Turning Japanese,” the Bank of Japan (BOJ) turns 
“Bernankese” with the impact of taking up the mantle of global liquidity provider 
from the Fed and the European Central Bank (ECB). That continues the monetary 
thrust fueling our expectations for continued asset inflation but the economic 
benefits of such policies remain much less clear.

so what do i do with my money?™ 
March’s weak employment report adds to the short run negative momentum fueling 
declines in interest rates; but interest rates (at sub 1.70% on the 10-year Treasury) 
reflect such expectations already and we retain our strategic underweighting to 
Treasury /Agency debt. The BOJ’s announcement of massive liquidity support drives 
Japanese yields lower. US Agency mortgages stand as a key short-term beneficiary 
of weaker near term economic performance and expectations for Japanese portfolio 
flows into the asset class so we move up our tactical recommendation this month. 
From a longer-term perspective, however, the Fed likely remains the first to scale 
back its policy accommodation. A stronger dollar results from this relative shift in 
monetary policy, undermining the case for dollar “hedges” in the form of global 
bond funds, emerging market local currency funds, and gold. Much of the major 
run up in gold has occurred in the context of significant Fed balance sheet expansion. 
And the rise of gold ETFs facilitated this historic expansion of gold as a core financial 
portfolio holding. That however makes gold prices more volatile and vulnerable to 
shifts in investor sentiment that a change in Fed policy might provoke.
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3/2013 
total 

return 
(%)

ytd 
total 

return 
(%)

 
4/2013 
yield‡ 

(%)

High yield neutral 
— 1.02 2.89 5.67†

Bank Loans Overweight 
— 0.82 2.11 5.10

Securitized 
Assets*

Overweight 
— 0.24 0.12 1.68

Agency 
Mortgages

neutral 


0.12 -0.05 2.52

Corporates neutral 
— 0.02 -0.11 2.78

non-US 
Dollar

neutral 
— -0.50 -3.51 1.61

Emerging 
Markets**

neutral 
— -0.62 -2.26 4.84

Inflation 
Protection

Underweight1 
—

0.28 -0.36 1.59

Treasury/
Agency

Underweight 
— 0.10 -0.19 0.89

reFerence indices (marcH)

 
 
 
sector

3/2013 
total 

return 
(%)

ytd 
total 

return 
(%)

 
4/2013 
yield 
(%)

Barclays  
US Aggregate

0.08 -0.12 1.87

Barclays 
Municipal Bond

-0.43 0.29 2.20†

As of 03/31/2013, Securitized Assets: ABS (MTD -0.01, YTD 0.05, YTM 0.96, Overweight), CMBS (MTD 0.29, YTD 0.13, 
YTM 1.83, Overweight), Non Agency RMBS (Overweight). *Emerging Market: Hard Currency (MTD -0.62, YTD -2.26, YTM 4.84, 
Neutral), Local Currency (MTD 0.07, YTD 1.31, YTM 5.47, Neutral), Corporate (MTD -0.19, YTD 0.47, YTM 4.96, Neutral).

Note: † Yield to worst.  ‡ Yield to Maturity  1 We continue to view TIPS favorably as an alternative to nominal Treasury exposure in 
a portfolio. Inflation protected position represents outright positioning. The respective indexes are listed at the back of this report.
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1 And even more precisely to destroy reserves, the Fed debits the reserve account of depository institutions where the Treasury holds its TT&L (Treasury Tax and Loan) accounts.   
2 The Federal Reserve’s Balance Sheet and Earnings: A Primer and Projections; Carpenter, Ihrig, Klee, Quinn and Boote. January 2013.  3 Based on the interest rate path assumption 
from the Congressional Budget Office, we assume the yield of the US 10-year Treasury will increase over the next five years and stabilize at 5.6% from 2027 onward. We assume that 
the annual rate of pay down of mortgage balances is 14% at the current low interest rate and decreases gradually to 5% as the interest rate increases.

Figure 1: “normal” Fed balance sHeet 
under no sales oF assets 

Source: BlackRock, Federal Reserve.

$5,000

4,500

4,000

3,500

3,000

2,500

2,000

1,500

1,000

500
0

20432012 2023 2033

FE
D

 T
R

EA
SU

R
Y 

A
N

D
 M

B
S 

H
O

LD
IN

G
S 

($
B

LN
)

“Normal” Balance Sheet Size
QE End 2014 ($Bln)QE End 2013 ($Bln)

Without asset sales, Fed 
balance sheet "normalizes" 
between 2024 and 2027

no Way out
newsflash: “Bernanke Says Fed May Decide not to Sell 
Securities.” While this may have been surprising to some,  
it has always been clear to us: selling is just not an option. 
The reasons are twofold. First, we have to understand why 
buying has been such a successful strategy. Buying assets 
and printing the money to pay for them is how the Fed conducts 
“quantitative easing.” The only way to exit from such a policy 
is to run it in reverse: sell the securities (or allow them to mature 
or pay off - more on that below). The Fed then takes the money 
it receives and tears it up (or more precisely in today’s modern 
economy they hit the “delete” key) to shrink the balance 
sheet and the amount of money in the financial system1. 

But in unconventional QE monetary policy, the Fed more than 
simply prints money to purchase Treasury and Mortgage Backed 
Securities (MBS). Their communication strategy results in 
effectively encouraging the market to also purchase these 
securities. That communication strategy works well when the 
effect results in increased market purchases. But the risk is 
it can spiral out of control in reverse. When the Fed is buying 
(and the rest of market is buying as well) there is a ready and 
willing seller: the US Government (as it issues debt to finance 
its deficit spending). In reverse however, the Fed’s signal it is 
selling likely leads others to sell; and at the same time the 
government continues to issue debt to fund its deficits. So 
who is the buyer when the Fed signals they are going to sell? 
The decline in prices necessary to entice buyers to take the 
other side when considering the size of potential Fed sales 
may be significant and lead to substantial market instability. 
That risk may undermine the Fed’s confidence and ability to 
utilize asset sales as an effective exit tool. 

The other reason for concern is the exit appears to have gotten 
more attention from the Fed than the first. The Fed in somewhat 
arcane language describes this issue as the “remittance” 
problem. In plain English this is the “realized loss problem.” 
Any signaling of the Fed’s shift towards tighter policy leads  
to higher interest rates reducing the value of the holdings on 
the Fed’s balance sheet. To the extent such losses exceeded 
the interest income on the remaining portfolio (or the ability 
of the Fed to sell profitably other assets to offset those losses) 
leads to a net realized loss on the Fed’s balance sheet. now, 
under “normal” accounting rules, the Fed would be in a position 
of needing to reduce its capital to account for its losses. That 
capital loss represents in effect an increase in government 
indebtedness as it’s the taxpayer that recapitalizes the central 
bank for its losses. Unconventional monetary policy when it 

realizes losses crosses over into fiscal policy exposing the 
Fed to the potential for greater political interference. However, 
because the Fed remits its annual surplus earnings to the 
Treasury each year, its accounting treatment for deficits arising 
from such losses allows it to avoid such accounting treatment. 
Losses on the Fed’s balance sheet result in a “deferred asset” 
on the Fed’s balance sheet (though notably do not result in a 
corresponding deferred liability on the Treasury balance sheet). 
This deferred asset represents the future reduction in 
remittances to the Treasury as the Fed uses those earnings 
to rebuild its capital position over time to make up for the losses 
from asset sales. To the Treasury, such losses are not accounted 
for as an increase in government indebtedness as they 
economically represent, but rather simply as the lack of a 
cash inflow from the Fed in each subsequent year that 
remittances are zero. 

When will the Fed’s balance sheet return to normal?
A recent Fed paper simulated the evolution of the Fed’s balance 
sheet highlighting scenarios under which asset sales lead to 
“normalization” by early 2018 or 20192. However, under a scenario 
where financial stability concerns lead the Fed to avoid asset 
sales, we estimate that “normal” size won’t be accomplished 
until sometime between 2024 to 20273.

What is a “normal” sized balance sheet?
Before we can assess when the balance sheet returns to 
normal, we have to first determine what “normal” means. In 
our case, we assume “normal” means a return to the long-
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4 From 1970 to before the onset of the crisis, this asset size averaged about 5% of nominal GDP.

Figure 2: Fed balance sHeet 
security Holdings 

Source: Federal Reserve
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term relationship of the Fed’s balance sheet size to the size 
of the economy4. 

Why won’t simply letting the portfolio run off shrink the 
balance sheet faster?
The Fed currently holds roughly $1.8 trillion US Treasury and 
$1.1 trillion Agency MBS. Figure 2 shows the historical evolution 
of the Fed’s balance sheet. Since implementing the “Maturity 
Extension Program (MEP)” in September 2011 the average 
maturity of the Fed’s Treasury holdings extended to currently 
around 10 years. 

Since the MEP results in selling short dated securities and 
purchasing long dated ones, the Fed’s balance sheet today 
consists of primarily longer dated treasuries and MBS. The 
decision to embark on MEP limited the Fed’s exit strategy as 
these longer maturity Treasury securities for example won’t 
mature for on average 10 years. That leaves asset sales as 
the only option for balance sheet reduction. More problematic, 
MBS securities maturity profiles lengthen as interest rates 
rise. This reflects that fact that early repayment of mortgages 
likely falls in a rising interest rate environment. The Fed holds 
MBS on its balance sheet primarily reflecting underlying loans 
with 3.5% to 4% interest rates. In a rising interest rate 
environment only death, divorce and dislocation will dislodge 
these mortgages from the Fed’s portfolio. That leaves only 
sales as the alternative for shrinking the portfolio. 

What not selling assets means
Absent selling its holdings, the normalization of the Fed’s 
balance sheet may take much longer than the Fed staff 
indicates. When the Fed is looking to tighten, more pressure 

then would fall to increasing Interest On Excess reserves 
(IOEr) to accomplish its goals.

Understanding IOEr…
As part of its expanded policy toolkit, the Fed can pay banks 
an interest rate on the reserves banks hold with the Fed. 
reserves are effectively deposits that commercial banks hold 
with the Fed when they have no other use for them (other uses 
might be making loans or buying securities). Currently the 
Fed pays 25 basis points on the roughly $1.8 trillion in reserves, 
$1.72 trillion of which are in excess of those the Fed requires 
banks hold. Paying out higher interest effectively tightens by 
raising the minimum rate of interest banks would otherwise 
be willing to accept for any other type of lending. 

…And its political constraints
The problem with resorting to paying IOEr is the potential 
political cost. As long as excess reserves remain high (which 
is the case when the Fed is not destroying reserves through 
selling assets), the cost of paying banks for not lending out 
these reserves reduces the net income to the Fed. At extreme 
levels it leads to losses and these losses are effectively paid 
for by taxpayers (though through the Fed’s accounting rules 
as we describe above this fact may not be immediately 
apparent). Such transfers from taxpayers to banks may become 
a politically charged outcome that could impede the Fed’s 
willingness or ability to utilize IOEr. 

Unconventional monetary policy complicates the exit
The risk of unconventional monetary policy lies in its future 
consequences. Selling the securities on the Fed’s balance 
sheet risks financial instability while paying interest on reserves 
raises the potential for greater political interference in the 
conduct of monetary policy. Together these constraints suggest 
the potential that any exit from Fed accommodation might be 
slower than otherwise warranted. In the last tightening cycle 
in 2004, concerns over a repeat of financial market distress 
caused by the Fed’s abrupt policy changes in 1994 led Greenspan 
to tighten so slowly that effectively (because the tightening 
lagged increases in inflation) there was no tightening at all. 
Such excessively loose monetary policy is now understood to 
have played a critical role in fueling the housing bubble that 
led to the global financial crisis. The risk this time is that the 
constraints on the Fed’s exit from QE once again cause it to 
tighten too slowly.

japan jumps in
Put April 4th 2013 next to October 6th 1979 as important dates 
in monetary policy history5. The Bank of Japan, led by new 
Governor kuroda, greatly exceeded market expectations in 
announcing its quantitative easing measures. The goal – to 



The sector performance and yields listed are represented by, respectively: Barclays US High Yield Index, S&P Leveraged Loan 
Index, Barclays US Securitized Ex-MBS Index, Barclays US Mortgage Backed Securities Index, Barclays US Corporate Investment 
Grade Index, Barclays Global Aggregate ex-USD Index, JP Morgan EMBI Global Diversified Index, Barclays US Inflation Protected 
Securities Index and Barclays US Treasury Index. The reference indices are represented by the Barclays US Aggregate and the 
Barclays Municipal Bond Index.

Investment involves risk. The two main risks related to fixed income investing are interest rate risk and credit risk. Typically, when 
interest rates rise, there is a corresponding decline in the market value of bonds. Credit risk refers to the possibility that the issuer  
of the bond will not be able to make principal and interest payments. Investments in non-investment-grade debt securities  
(“high yield” or “junk” bonds) may be subject to greater market fluctuations and risk of default or loss of income and principal than 
securities in higher rating categories. International investing involves additional risks, including risks related to foreign currency, 
limited liquidity, less government regulation and the possibility of substantial volatility due to adverse political, economic or other 
developments. These risks are magnified for investments in emerging/developing markets or smaller capital markets. Index  
performance is shown for illustrative purposes only. You cannot invest directly in an index.
The opinions expressed are those of BlackRock® as of April 9, 2013, and may change as subsequent conditions vary. Information and opinions are derived from proprietary and nonproprietary sources 
deemed by BlackRock to be reliable. The information contained in this report is not necessarily all-inclusive and is not guaranteed as to accuracy. Past performance does not guarantee future results. 
There is no guarantee that any forecasts made will come to pass. This material does not constitute investment advice and is not intended as an endorsement of any specific investment. Investment 
involves risk. Reliance upon information in this report is at the sole discretion of the reader. 
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Figure 3: boj, ecb and  
Fed programs compared
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Source: Federal Reserve, Bank of Japan, European Central Bank.

5 Fed Chairman Paul Volker implemented significant changes to FOMC policy during a special Saturday meeting of the FOMC in what became known as “The Saturday Night Massacre.” 
Those changes ushered in 30 years of falling inflation and restored the inflation fighting credibility of the Fed.  6 Annual pace from BOJ is 50 trillion yen. Assuming JPY/USD is 95, this 
equates to $516 billion. Annual purchases of Treasuies by the Federal Reserve is $540 billion.   

“Achieve the price stability target of 2% … at the earliest 
possible time, with a time horizon of about two years.” To reach 
this target, the BOJ announced that they would effectively 
double the monetary base in the next two years by doubling 
the pace of asset purchase from 25 trillion per year to 50 trillion 
per year. The assets included in the purchase will predominately 
be Japanese government bonds, but will also include risky 
assets linked to equity, property and fixed income markets 
“with a view to lowering risk premia of asset prices.” In order 
to further bring down the long term interest rate premium, 
BOJ will double the average maturity of the purchase of 
government bonds from 3 years to 6-7 years. 

To put this program in perspective, Japan’s economy is about 
one third of United States measured by GDP last year, but the 
annual pace6 of purchase from BOJ is nearly the same as the 
pace of Fed’s purchases of Treasuries. Figure 3 compares the 
size of the program to GDP and to Fed and ECB programs. Clearly 
the BOJ is breaking new ground in the size of its intervention.

The yen and Japanese stock market reacted significantly, 
continuing their trends since these measures were made a 
policy objective by the incoming Prime Minister Shinzo Abe 
last fall. In addition to the large quantity, the new market 
impact resulted from the surprising extension of the maturity 
of bonds the BOT would purchase. The result led to larger 
declines in longer maturity yields (what is called a yield curve 

flattening) and this result extended across developed 
markets as European and US yield curves flattened as well. 
This reflects expectations that the decline in yields in Japan 
will force Japanese investors into other bond markets to 
replace the yield they can no longer find (Japanese 10yr JGB 
yields have declined to 50 basis points from 80 bps at the 
start of the year) at home. Such considerations also support 
US Agency MBS as their prices outperformed shortly after 
the BOJ announcement.


