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6. Monetary policy normalization 

After jumpstarting market expectations, which had been on life support after a prolonged pause in interest rate increases in 

2016, the Fed seemed to set a course for predictable path of rate increases and the balance sheet normalization in the first 

quarter. With respect to the balance, the Fed has effectively communicated its strategy of foreseeable and passive balance 

sheet withdrawal coalescing market expectations around a September start date. The gradually increasing caps also allows 

for near perfect foresight over the first two years and minimal market disruption, as projected runoff will exceed the initial 

caps during the first five quarters of the process.  

For rates, the Committee’s confidence in reaching their inflation target has diminished, as recent inflationary trends have 

bifurcated members into two schools of thought. One, in which the established relationships between labor market tightness 

and wages holds and current labor market conditions necessarily and sufficiently push wages and inflation up in the 

medium term. Two, a world where the structural headwinds in the labor market, low productivity growth, skills deficits and 

weak investment weaken the links between wages, inflation and labor market implying an ever widening inflation gap. 

Figure 6.1 Unemployment rate gap (%)  Figure 6.2 Inflation, year-over-year (%) 

 

 

 
Source BBVA Research, CBO & BLS 

 
Source BBVA Research, FRB, Cleveland Fed & Haver Analytics 

In the first case, the policy response remains in place, with ongoing interest rate increases at a pace determined by how 

fast or slow the dual mandate is met. A quick rebound in inflation would allow the Fed to lift rates faster but if inflation 

remains low for longer, interest rates increases will have to be delayed. The Fed leadership seems to be in this camp. In 

the second scenario, interest rates will be put on the side burner and the Fed will have to go back to the drawing board to 

rethink its overall policy strategy. This could mean lowering the inflation target level or something more aggressive such as 

switching the Fed’s strategy from inflation targeting to price-level targeting.  

With respect to balance sheet normalization, the supplement and highlights from June’s minutes have solidified the Fed’s 

plans to use a system of gradually increasing caps over a 12-month period, likely beginning at the end of this year. The 
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caps initial values will be set at $6 billion for Treasury securities and $4 billion for agency and mortgage-backed securities 

(MBS). Every three months, the caps increase by $6 billion and $4 billion, respectively, until they reach $30 billion and $20 

billion. With this, the Fed can ensure a predictable and passive exit. This would imply reducing the balance sheet by around 

$300bn in the first 12 months and $2 trillion over four years. In order to balance currency in circulation and Federal Reserve 

assets, we expect Treasury purchases to resume when the balance sheet is close to $2.5Tr— around 2021.  

As a result, the balance sheet composition will be primarily of shorter-term Treasury Bills and Notes, in line with the historic 

portfolio composition. Although the Fed expects reserves balances to be “appreciably” lower than current levels but higher 

than pre-crisis, the FOMC was not ready to commit to any particular target. Ultimately, the FOMC will allow reserves to 

adjust to a level that allows the Fed funds to become once again the primary monetary policy tool.  

By way of signaling and portfolio rebalancing, we anticipate that the balance sheet normalization strategy should push the 

term premium and long-term rates up. Ultimately, although the timing and magnitude of the impact will be determined by 

the market for Treasuries and MBS, a clear communication strategy and a predictable and passive implementation reduce 

the risks of large swings in yields. Regulatory changes to money market funds and stricter capital requirements from 

commercial banks lower the probability of an immediate misalignment, as their need for safe-assets has increased. 

Similarly, while a sharp contraction in foreign U.S. Treasuries holdings is possible, recent indicators suggests that there has 

not been a fundamental shift following the FOMC’s announcement of Balance Sheet Normalization. For many central banks 

around the world, holding Treasuries is not dependent on their price or yields but on their intrinsic value as safe assets and 

the benefits to foreign exchange rate management. As a result, long-term rates should increase moderately. Our models 

suggest that the cumulative impact could be between 40 and 120bp in response to impact from portfolio rebalancing 

channel; with respect to the signal, investor were unmoved by the announcement of Balance Sheet Normalization. 

Nonetheless, some market participants, particularly nonfinancial private and foreign buyers could move in the same 

direction if a one-sided market is perceived as a “sure bet” much as was the case when the Fed implemented QE. 

Figure 6.3 Impact of balance sheet normalization on 

10-year Treasury (%) 
 Figure 6.4 Fed funds rate (%) 
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Going forward, officials will have to focus on their communication strategy in order to realign market expectations with their 

outlook, as Fed Fund Futures imply only 2 rate increases between now and the end of 2019. This means first lifting 

expectations of the December rate increase, which has an implied probability of less than 50% to achieve a smooth 

increase to 1.25-1.50% and then realigning markets with the committee’s long-term projections, which remain closer to 

3.0%— seven additional rate hikes by 2019. 

This can be done through Fed communication and in the upcoming meetings, as was the case leading up to the March 

increase. Particularly if we consider that real GDP growth will be higher in 2H17 than the first half, labor markets will 

continue to converge with full employment, and global risks abate. However, this will only happen if downward price 

pressures actually fade away, and inflation expectations realign with the Fed’s 2% target over the medium term. Past 

experiences suggest that inflation begins to edge up well after significant declines in the unemployment rates have taken 

place. Therefore, besides one-off price declines, the key uncertainty is if labor markets have tighten sufficiently or not. 

The FOMC seems convinced that the course of monetary policy normalization is appropriate in this environment. With the 

economy at or near full employment, benchmark interest rates need to move away from the zero-lower bound, so that the 

FOMC has space to respond to the next cycle. A noticeable downshift in the median of the dot plot or a wider distribution in 

September’s Summary of Economic Projections (SEP) would confirm a shallower path. This is consistent with our baseline 

for two additional rate increases in 2018 and 2019. However, failing to realize the implied path in the survey of economic 

projections for several years also puts the FOMC’s credibility at risk, which markets currently discount as having a low 

likelihood of occurring. Moreover, the task of convincing investors to have faith in the Phillips curve will be challenging, 

particularly since it’s unclear how much of the flattening is cyclical or structural. 

Figure 6.5 FOMC forecasts (%)  Figure 6.6 Natural interest rates & inflation-adjusted 

target Fed funds rate (%) 

 

 

 
Source BBVA Research & FRB 

 
Source BBVA Research, Laubach & Williams, FRB 
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The Fed also has to balance expectations of unobserved factors such as R* or the natural real interest rate. With estimates 

of the natural real interest rate at around 0% and with core PCE inflation at 1.8% in 2Q17, it would take only a couple of 

rate increase the bring monetary policy back to neutral levels. However, if the natural real interest rate begins to edge 

higher to around 1% as a result of stronger productivity growth and higher potential output, and inflation returns to the target 

of 2%, a neutral monetary policy would imply that fed funds fed would need to increase to 3%. That said, the evolving 

outlook on neutral interest rates and uncertainty over the outlook for inflation could leave members feeling confident that 

rates are not overly accommodative with 2-4 additional rate increases. 

Meanwhile, financial conditions have eased over the year despite monetary accommodation being removed, suggesting 

that higher interest rates might be needed to prevent the likelihood of an asset price misalignment and contain the risks of 

the bubble bursting if one actually exists. Officials also have to contemplate the potential effects of fiscal stimulus and 

financial deregulation, which increase the potential of significantly undershooting their unemployment target and stoking 

inflationary pressure.  

Early confidence in the new administration’s ability to implement a moderately expansionary fiscal agenda has given way to 

a more measured view. In fact, there are signs that the White House is beginning to back away from its aggressive 

proposals to lower the corporate tax rate to 15% while also significantly reducing individual rates. Member, also, have to 

discount a lower probability of this happening given the lack of agreement within the GOP. In spite of the obstacles still 

faced by Congress and the White House, failing to prepare the economy for a fiscal shock could risk derailing the current 

course of policy normalization.  

While the Fed has little to say when it comes to fiscal policy the fact remains that low interest rates has muted all 

discussions on the high levels of public debt and the burden to finance it. If interest rates edge up, the debate could return 

to the forefront of the political agenda and policymakers will have more pressures to deal with these issues.  

With Yellen likely to step down or be replaced at the end of her tenure in January, three seats open and Stanley Fischer’s 

term ending in June, consideration of the board composition and leadership in the near future will also factor into the 

decision making process. It is unclear how President Trump will balance the desires of some members within the GOP that 

advocate for a rules-based monetary policy with his own aspirations to grow the economy, which will benefit from lower 

interest. However, where Trump’s objectives align most with the GOP is on deregulation, suggesting appointees will have 

an inclination towards reduced oversight and fewer capital requirements. Yellen has said that with the macroprudential tools 

the Fed has in place today and with enhanced capital buffers in the financial sector it was unlikely that we would see 

another financial crisis in her lifetime. Regardless, there is no doubt the risk posed by a potential dismantling the 

safeguards put in place after the financial crisis would be unpalatable for the current committee, jeopardizing their legacy 

that will boil down to the success of the normalization strategy and long-term stability of the financial sector. 
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DISCLAIMER 
This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya 
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This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securit ies or other instruments, or to 

undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any kind. 

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be 

appropriate for them due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account to 

prepare this report. Therefore, investors should make their own investment decisions considering the said circumstances and obtaining such specialized 

advice as may be necessary. The contents of this document are based upon information available to the public that has been obtained from sources 

considered to be reliable. However, such information has not been independently verified by BBVA and therefore no warranty, either express or implicit, is 

given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for any direct or indirect losses arising from the use of the 

document or its contents. Investors should note that the past performance of securities or instruments or the historical results of investments do not 

guarantee future performance. 

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors should 

be aware that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities can 

involve high risks and are not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed the 
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or even not exist. 

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments referred to, 

directly or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account in those securities, 

provide consulting or other services to the issuer of the aforementioned securities or instruments or to companies related thereto or to their shareholders, 

executives or employees, or may have interests or perform transactions in those securities or instruments or related investments before or after the 

publication of this report, to the extent permitted by the applicable law. 

BBVA or any of its affiliates´ salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to its 

clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading and investing 

businesses may make investment decisions that are inconsistent with the recommendations expressed herein. No part of this document may be (i) copied, 

photocopied or duplicated by any other form or means (ii) redistributed or (iii) quoted, without the prior written consent of BBVA. No part of this report may 

be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the same) in which its distribution is prohibited 

by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction. 

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments falling within 

article 19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial promotion order”), (ii) are persons 

falling within article 49(2) (a) to (d) (“high net worth companies, unincorporated associations, etc.”) Of the financial promotion order, or (iii) are persons to 

whom an invitation or inducement to engage in investment activity (within the meaning of section 21 of the financial services and markets act 2000) may 

otherwise lawfully be communicated (all such persons together being referred to as “relevant persons”). This document is directed only at relevant persons 

and must not be acted on or relied on by persons who are not relevant persons. Any investment or investment activity to which this document relates is 

available only to relevant persons and will be engaged in only with relevant persons. The remuneration system concerning the analyst/s author/s of this 

report is based on multiple criteria, including the revenues obtained by BBVA and, indirectly, the results of BBVA Group in the fiscal year, which, in turn, 
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