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The shrinking of the Fed's balance sheet needs to be framed around banks’
demand for reserves. We expect only gradual steps in the short term, with a
limited impact on USTs. In the medium term, a significant reduction of the
balance sheet should lead to a steeper curve.

1. The Fed’s balance sheet currently stands at around 20% of GDP (USD 6.7tn), well above pre-GFC (global financial
crisis) levels. Fed Chair Kevin Warsh has long expressed the view that the balance sheet should be reduced and
has established a task force to assess the central bank’s portfolio. The rationale for a smaller balance sheet
includes enhancing market neutrality, reinforcing central-bank independence and sharpening the focus on
monetary-policy implementation.

2. Recent price action in money market rates suddests that bank reserves are in the “ample” area and that the
scope to reduce the balance sheet is limited. Assuming the Fed does not intend to return to a scarce-reserves
framework, any meaningful reduction in its balance sheet would need to be accompanied by a decline in banks’
demand for reserves to avoid pressure in money market rates. Potential options include easing requlatory
requirements, encouraging greater use of Fed lending facilities or introducing a tiered reserve system.

3. We expect any reduction in the Fed’s balance sheet to proceed very gradually, implying only @ modest impact
on USTs in the near term. Over the medium term, however, a meaningful decline in the Fed’s demand for USTs
would require private investors to absorb a larger share of Treasury issuance, ultimately putting steepening
pressure on the yield curve.
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The Fed’s balance sheet: where we stand

The size of the Fed's balance sheet is a key topic of discussion in markets, particularly as Chair Warsh has expressed
a desire to reduce it. Notably, one of the five task forces he has established will examine the costs, benefits and
institutional implications of the Fed's current balance-sheet framework.

The Fed's balance sheet stood at around 6% of GDP before the GFC, compared with roughly 20% today. This
constitutes a substantial increase, which helps to explain the ondoing debate over whether the current size is
appropriate and, if not, how and to what extent it should be reduced.

The Fed began shrinking its securities portfolio in June 2022 and significantly slowed the pace of runoff in March
2025, following a reduction of more than USD 2.2tn (around 15 percentade points of GDP). Since late 2025, the Fed
has halted balance-sheet runoff altogether, reinvesting mortdage-backed securities (MBS) principal repayments in
Treasury bills and announcing purchases of Treasury bills and U.S. Treasuries with maturities of up to three years to
maintain ample reserve levels. Reserve Management Purchases (RMP) have increased the portfolio by approximately
USD 200bn year-to-date.

This second round of quantitative tightening (QT) has been considerably larger than the previous period, which took
place between late 2017 and September 2019.

The size and evolution of the Fed's balance sheet have important implications for financial markets. While awaiting
further details from the task force assigned to this issue, we review the main arguments in favour of balance-sheet
reduction, discuss the relationship between the balance sheet and bank reserves and assess the potential
implications for US Treasury markets and broader financial conditions.

CHART 1: FED BALANCE SHEET VERSUS GDP IS STILL HIGH RELATIVE TO HISTORY
FED BALANCE SHEET/GDP (%)
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Source: Federal Reserve, Bloomberg, The Investment Institute by UniCredit

A smaller balance sheet. Why?

There are several reasons why a large central bank balance sheet may be considered undesirable.

1. Market neutrality. A larde balance sheet leaves a significant footprint in financial markets, influencing the pricing
of the assets being purchased. This can distort risk premiums and relative valuations across sectors. For example,
large-scale purchases of MBS may provide undue support to the housing market.
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2. A stronger focus on monetary policy. An expanded balance sheet may be perceived as the central bank moving
beyond its core mandate and into areas that overlap with fiscal policy. A smaller balance sheet would reinforce the
separation between monetary and fiscal responsibilities.

3. Central bank independence. A large balance sheet can potentially undermine central bank independence. When
policy rates need to be raised, the resulting increase in government debt-servicing costs may create political pressure
on the central bank, particularly in periods of elevated public debt.

4. Lower exposure to losses. Larde balance sheets can generate significant accounting losses when interest rates
rise, because remuneration of bank reserves raises above the interest earned by the securities portfolio. While such
losses do not impair a central bank's ability to conduct policy, they may attract public criticism and complicate policy
communication.

5. Moving away from crisis mode. With policy rates no longer constrained by the effective lower bound, the rationale
for maintaining an exceptionally large balance sheet is less compelling. Reducing it would help restore policy space
and increase the central bank's flexibility in responding to future crises.

Moreover, Chair Warsh has pointed out that the balance sheet affects the economy via asset prices, and hence
benefits go to a relatively smaller share of the population compared to rates. This is also mirrored in his view that
monetary policy may appear restrictive when assessed through interest-rate-sensitive sectors such as housing, but
considerably less so when viewed through the lens of financial markets.

Framing balance-sheet reduction with bank reserves

When discussing a reduction in the Fed’s balance sheet, it is important to understand its relationship with bank
reserves. Chart 2 illustrates this point in a simplified way. Before the GFC, the banking system operated with relatively
small reserves, around USD 20bn, and short-term money market rates were highly sensitive to chandes in reserve
supply. Frequent market operations were needed to stabilise money market rates. This framework is commonly
referred to as a scarce-reserves system.

When the GFC hit, the Fed cut policy rates close to the effective lower bound and subsequently embarked on large-
scale asset purchases to provide additional monetary stimulus. These purchases led to a substantial increase in the
supply of bank reserves, pushing the system into a regime where the demand for reserves became relatively
insensitive to their quantity. This situation is labelled “abundant-reserves system”. To maintain control over short-
term interest rates in this environment, the Fed introduced interest on reserve balances. By remunerating reserves,
the Fed effectively eliminated the opportunity cost of holding them, leading banks to view reserves as an attractive
asset in their own right. Demand for reserves became more entrenched.

The Fed embarked on QT in 2015 and in 2022, lowering the level of reserves in the banking system to a point where
money market (MM) rates’ sensitivity to reserves starts to increase. In 2019, the Fed stopped reducing its balance
sheet once tensions on MM rates emerged. In 2025, the Fed judged that reserves had approached “ample level” and
started to buy short-dated securities to curb MM tensions.

The definition of the three regimes is purely theoretical, the threshold in terms of reserves that divides them needs
to be assessed empirically.
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CHART 2: ALTERNATIVE REGIMES FOR BANK RESERVES AND MONETARY POLICY
DEMAND AND SUPPLY OF BANK RESERVES
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Note: the chart illustrates the functioning of bank reserves demand in a simplified way. Values are purely for reference.

As recently suggested by Chair Warsh, the Fed intends to continue to conduct monetary policy in an ample-reserves
framework, which is where we are at present. As a result, any meaningful reduction in the Fed’s balance sheet from
current levels would need to be accompanied by a decline in banks’ demand for reserves. In terms of Chart 2, banks’
reserve demand would need to shift to the left.

A detailed discussion of how this could be achieved, which goes beyond the scope of this note, can be found in this
Fed research note as well as this one. Three broad options are worth mentioning.

e The first option would be to ease requlatory requirements for banks, for example through changes to the
treatment of reserves under the Liquidity Coverage Ratio (LCR) or the Net Stable Funding Ratio (NSFR).

e The second option would be to introduce a reserve-tiering system, under which only a portion of reserves
would earn the full policy rate.

e The third option would be to encourage banks to reduce precautionary reserve holdings and use liquidity
facilities provided by the Fed when unexpected events occur. To achieve this, however, the stigma
associated with using Fed liquidity facilities would have to be greatly reduced. In a way, this third option
would resemble the setup the ECB is planning for his own monetary policy framework.

These approaches have drawbacks or are difficult to implement. The first approach would involve a trade-off between
a smaller Fed balance sheet and financial stability risks. The second approach raises a number of technical
challenges, including potentially weaker control over short-term MM rates and greater complexity in the
implementation of monetary policy. The third approach would present practical challenges as no bank would want
to be a first mover in this respect, and it would take time before banks can be confident that requlators and investors
will not regard the use of Fed liquidity facilities as a sign of weakness.

The key point is that reducing the balance sheet while maintaining low volatility in short-term interest rates is not
straightforward. As discussed in a Fed research note The Central Bank Balance-Sheet Trilemma, the central bank
cannot simultaneously achieve a small balance sheet, low volatility of short-term rates and limited market
intervention. The institutional and requlatory factors that shape banks’ demand for reserves are therefore a critical
determinant of how far and how fast the Fed can shrink its balance sheet.
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What would be a possible target for the Fed’s balance sheet?

We look at recent history to assess what level of balance sheet relative to GDP would be consistent with ample
reserves, assuming no major regulatory changes.

Experience from the first QT programme suggests that MM rates begin to face upward pressure when bank reserves
fall below 10% of GDP. In 2019, reserves declined to around 7% of GDP, triggering significant stress in money markets
as temporary technical factors drained additional liquidity from the system. The current QT reinforces the view that
10% of GDP remains key for reserve adequacy. This suggests that the scope for balance sheet reduction under the
current institutional framework is quite limited.

As shown in Chart 3, the Fed balance sheet was around 17% of GDP in 2019, approximately 4pp below the current
level. This represents a lower bound for the balance sheet. Assuming nominal GDP growth of 4%, reaching this target
by end-2028 would require a USD 300bn reduction in securities holdings (around USD 10bn/month).

Reducing the balance sheet materially below 17% of GDP would likely require regulatory reform. Anderson, Barbarino,
Diercks, and Miran estimate that a package of reforms could lower banks' demand for reserves by USD 1-2tn, creating
additional scope for balance-sheet reduction equivalent to a further 3-6pp of GDP.

CHART 3: AT WHAT LEVEL A FALLING BALANCE SHEET COULD SPARK VOLATILITY IN MONEY MARKET RATES
FEB BALANCE SHEET/GDP, BANK RESERVES/GDP AND SOFR-FED FUNDS SPREAD
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Source: Bloomberg, Federal Reserve, The Investment Institute by UniCredit
Note: The SOFR-fed funds spread has been rescaled for graphic reasons

Impact for USTs: modest in the short term, higher yields and steeper curve
in the medium term

While the liability side of the balance sheet determines the scope for further reduction, the corresponding adjustment
on the asset side is what matters most for financial markets, particularly fixed income.

In the short term, we expect the balance-sheet reduction to have a modest impact on UST yields and the curve shape,
mainly because implementation will have to be very gradual for a number of reasons. First, as the Fed’s decision to
resume purchases in 2025 indicates, the level of bank reserves is already close to “ample”. Reducing it will probably
require requlatory chandes, which take time. Second, hedde funds have become prominent players in the UST market,
accounting for just over 8% of the market, according to a recent Fed study. A prominent position they hold is basis
trade, which is a leveraged position typically financed on repos. Pressure on MM rates would risk leading to an
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unwinding of these positions, with negative implications for USTs. Third, with the US fiscal deficit elevated and
expected to remain around 7% of GDP in the coming years, a reduction of Fed demand should be calibrated carefully
to avoid weighing too much on the Treasury’s funding costs.

In the medium term, a meaningful reduction in the Fed’s balance sheet will most likely lead to a steeper curve.
Private investors would need to absorb a corresponding amount of Treasury supply, increasing the size and duration
of their exposure. As recent Treasury flow data indicate, domestic investors (households and passive investment
funds) and foreign asset manaders have been the main buyers of USTs in recent years. Both these investors tend to
be price sensitive and are therefore likely to require additional compensation to increase their exposure. One way to
ease the steepening pressure would be to incentivise banks to hold USTs, for example by using a regulatory
exemption similar to 2020. The flipside of the coin would be that this could reinforce the banks-sovereign-risk nexus.
Considering that US banks have already increased their exposure to USTs, which currently represent 5.5% of assets
(7.5% for systemically important banks), the room to push demand higher is probably limited.

Estimating the potential impact on term premiums and the curve shape is very difficult. For reference, Haddad-
Moreira-Muir estimate that investor perception that the Fed stands ready to intervene during market stress could be
worth 75-100bp of flattening.

Chart 4 shows that the relationship between the Fed's share of the Treasury market and the ACM term premium is
not straightforward. During the first QT programme between 2015 and 2019, the term premium remained broadly
stable despite a shrinking Fed balance sheet, probably because the economic context was improving at the time.
During QT2, which was considerably more forceful than QT1, the term premium started to rise. At around 70bp, it is
still considerably lower than in the ten years prior to the GFC, when it averaged 130bp. However, further rises will
depend on the extent and the speed of balance-sheet adjustments. As shown in Chart 4, reaching a balance
sheet/GDP ratio of 17% in two years’ time should have a small impact on the term premium.

CHART 4: THE FED’S SHARE OF THE UST MARKET AND THE TERM PREMIUM
FED SHARE OF THE MARKET (%) AND ACM TERM PREMIUM (RS, %)
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Source: Bloomberg, The Investment Institute by UniCredit

Note: The Fed’s share of the UST market is projected under the assumption of 4% nominal GDP growth, a USD 2tn deficit until 2028 and a target
of the Fed’s balance sheet/GDP ratio of 17%.

Equities: earnings growth end economic momentum remain key
Compared to fixed income, where there is a clear and direct demand link, the impact of balance-sheet reduction on

equities is more nuanced. Lower sovereign bond yields mechanically support equity valuations through a lower
discount rate. In addition, quantitative easing (QE) may boost risk appetite and improve financial conditions more
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broadly, providing further tailwind for equity markets. In this respect, QT should create headwinds for equities,
particularly as yield increases driven by the term premiums are more nedative compared to vyield increases driven
mainly by improving economic conditions. However, equity performance is ultimately driven by the strength of the
underlying economy, particularly earnings growth. A key issue for equities is thus whether the Fed will shrink its
balance sheet gradually and whether this will happen in a context of positive economic momentum. As Chart 5
illustrates, US equities have remained resilient during the recent period of QT, with strong earnings momentum and
the rapid expansion of the Al sector acting as key drivers of returns. This observation is particularly relevant when
assessing the potential market impact of a further reduction in the central bank's balance sheet.

CHART 5: FED BALANCE SHEET AND US EQUITIES
FED BALANCE SHEET AND MARKET CAP OF RUSSELL 3000 INDEX RELATIVE TO GDP (%)
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Source: Bloomberg, The Investment Institute by UniCredit

Is there and trade-off between balance-sheet reduction and rates?

As Fed Chair Warsh highlighted, monetary policy appears restrictive in some parts of the economy while financial
markets continue to exhibit relatively accommaodative conditions. A structural reduction in the Fed's balance sheet
would likely raise the term premium and contribute to a steeper yield curve. To the extent that this represents a
tightening in financial conditions, lower policy rates could partially offset this effect. Importantly, however, the
appropriate level of the policy rate is determined by broader macroeconomic fundamentals, including inflation,
labour-market conditions and the equilibrium real rate (R*). For example, if Al-driven productivity dains were to raise
potential growth and increase R*, policy rates consistent with a neutral stance could be higher even as the Fed
maintains a smaller balance sheet.
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Ledal Notices

Glossary

Terms used in the report are available on our website: Our glossary.
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This publication/video constitutes a marketing communication of UniCredit S.p.A., UniCredit Bank Austria AG, Schoellerbank AG and
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charge for information only. It does not constitute investment recommendation or consultancy activity by the UniCredit Group or, even
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sources, but having a purely indicative value and subject to change at any time after publication, on the completeness, correctness and
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event of bankruptcy of the issuer, the investor may lose the entire capital.

7. High volatility investments can be subject to sudden and significant decreases in value, being able to generate significant losses at
the time of sale up to the entire capital invested.

8. In the presence of extraordinary events, it may be difficult for the investor to sell or liquidate certain investments or obtain reliable
information on their value.
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