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Fed Challenge: To shrink its $9 trillion balance sheet while raising the federal fund rate, without 
causing market mayhem 

Inflation's unexpected rebound in May forced the Federal Reserve (Fed) to accelerate the normalization 
of its monetary policy by increasing the fed's fund rate while reducing its balance sheet. 

Federal Fund Rate 
In mid-June, the Federal Open Market Committee 
(FOMC) decided to raise the fed fund rate by 75 
basis points to 1.5%-1.75%. Some call on the Fed 
to raise rates faster to get to an estimated 
"neutral" rate of 3.75%-4%, now expected 
sometime in 2023 to reach the Fed's critical 
mission inflation goal of about 2%. The neutral 
rate is what is expected is needed to neither 
speed up nor slow down the economy. The Fed 
says the pace will depend on updated inflation 
and employment data, with a firm goal to reach a 
2%ish inflation rate. The next FOMC meeting is 
July 26-27.  

The 2022 rate rise is its most aggressive hike 
since 1994.  

The fed fund rate is the interest rate at which 
banks and other depository institutions lend 
money to each other, usually on an overnight 
basis. The law requires banks to keep a certain 
percentage of their customers' money on reserve, 
where the banks earn no interest. Consequently, 
banks try to stay as close to the reserve limit as 
possible without going under it, lending money 
back and forth to maintain the proper level.  

The federal funds rate is used to control the 
supply of available funds and hence, inflation and 
other interest rates. Raising the rate makes it 
more expensive to borrow. That lowers the supply 
of available money, which increases the short-
term interest rates and helps keep inflation in 
check. Reducing the rate has the opposite effect, 
bringing short-term interest rates down. 

Expectations regarding changes to the fed funds 
rate in the months and years ahead are a key 
factor in the movement of Treasury yields, on 
which many other forms of business, 

government, and mortgage-backed credit are 
priced. 

The stock market is also susceptible to changes 
in the federal funds rate, especially stocks of 
companies expecting a high future growth rate. 
Future growth expectations influence stock 
valuations and are discounted back to present 
value based on interest rates.  

Reducing the Fed's Balance Sheet 
The Fed also seeks rapid monetary policy 
normalization by shrinking its balance sheet 
through "Quantitative Tightening." Starting in 
September, the Fed plans to accelerate the 
reduction of its balance sheet by $95 billion a 
month vs. $47.4 billion reductions in June through 
August. This will be the fastest pace the Fed has 
ever reduced liquidity in the market by reducing 
its assets. The Fed started buying bonds – 
"Quantitative Easing" - in the wake of the 2008 
financial crisis. 

The Fed supports interest rates and liquidity by 
buying Treasury bonds and mortgage-backed 
securities. Now it will be selling these assets (or 
letting them "roll-off" on maturity). This is its two-
prong effort - combined with raising their fed fund 
rate.  

Chaos ensued the last time the Fed attempted to 
reduce its balance sheet. In 2019, short-term 
funding rates spiked, suggesting the central bank 
had withdrawn too much from the market. 
However, the Fed hopes it can avoid a rerun of 
that specific liquidity problem after it established 
a permanent facility last year that allows eligible 
investors to swap Treasuries for cash. 

Lael Brainard, a Fed governor, poised to become 
vice-chair, said that a more rapid pace was 
warranted this time round "given that the recovery 
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has been considerably stronger and faster than in 
the previous cycle."  
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