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Since the global financial crisis of 2008-2009, central 
banks have pumped liquidity into the financial system, 
with a clear acceleration during the pandemic. Now 
that the economy is in an above-trend growth phase, 
a much-needed normalisation of monetary policy is 
becoming possible, though not without challenges. 
Phasing out stimulative policy too quickly can 
stall growth, while continued stimulus can lead to 
persistently high inflation. 

Theme: From QE to QT
What happens when 
monetary policy is 
tightened?    
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Theme: From QE to QT – What happens when monetary policy is tightened? 

Central banks have continued to pump liquidity into the 
financial system during the pandemic, having supplied 
the market with a total of about USD 20 trillion. This has 
contributed to stability and kept down bond yields. Meanwhile, 
central banks have established ultra-low key interest rates, 
driven by very low inflation at times. This has led, among 
other things, to rising asset prices and a major redistribution 
of wealth. Increased debt also risks undermining confidence in 
the financial system in the long term. 

Now that the economy is in a recovery phase with above-
trend growth, a much-needed normalisation of monetary 
policy is becoming possible, and central banks have three 
main steps to take: 

• Reduce their bond purchases (end stimulus)  
• Hike their key interest rates  
• Shrink their existing bond portfolios (withdraw liquidity) 

However, this is not without its challenges. The spread of 
COVID-19 creates growth risks, while troublingly high inflation 
presents central banks with a dilemma, particularly since it 
means that their real key interest rates become increasingly 
negative as inflation rises. Phasing out stimulative policy 
too quickly risks triggering a decline in asset prices and may 
stall growth. Too much stimulus can add fuel and lead to 
persistently high inflation. 

It is reasonable to assume that the US Federal Reserve (Fed) 
will hike interest rates by a couple of percentage points in 
2022 and 2023. The aim of such rate hikes is to push down 
today’s unsustainably high inflation, currently about 7 per cent. 
This is supported by the fact that today’s strong economic 
growth does not require continued stimulus. The Fed will 
also shrink its balance sheet as a way to cool the economy. A 
majority of the world’s other central banks are also planning 
to move in the same direction, though the pace and scale will 
vary. One clear exception is the People’s Bank of China (PBoC), 
which recently introduced a number of measures to promote 
growth, including interest rate cuts. 

The Fed, ECB and BoJ will shrink their balance sheets 

The chart shows the balance sheets over time of the US Federal Reserve 
(Fed), the European Central Bank (ECB) and the Bank of Japan (BoJ). 
They mainly consist of investments in various types of fixed income 
instruments. The Fed has signalled that it will start shrinking its balance 
sheet this summer, while the ECB and the BoJ are expected to continue 
their expansion for a while longer.

Source: Morningstar

The Fed is planning rapid interest rate hikes

The chart shows the US federal funds rate and the average future rate 
projected by Fed policymakers (“dot plots”), which implies an expected 
total rise of 2 percentage points by year-end 2023. 

Source: Morningstar

SEB’s inflation forecast

The chart shows the historical year-on-year consumer price index (CPI) 
as well as SEB’s forecast for the next two years for the US, the euro area 
and Sweden. Inflation is not expected to fall back to pre-pandemic level 
until the end of 2023.

Source: SEB Nordic Outlook

A theme article in the latest issue of Nordic Outlook 
(“Monetary exit policy”) examines this issue and tries to 
estimate the impact on rates and yields when central banks 
change the direction of their monetary policies. It can be 
assumed that tapering of bond purchases will put upward 
pressure on yields, since demand will fall while there is still 
a need for financing, which increases the bond supply. This 
takes place in an environment where rising key interest 
rates also push up the floor for long-term yields. But the 
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level at which a central bank’s key interest rate is no longer 
stimulative – the neutral rate of interest – is far lower today 
than historically. It is estimated to be around 2 per cent in 
the US. This raises a number of questions: What happens to 
markets when central bank support is withdrawn? How will 
the stock market react to higher interest rates/yields and 
reduced liquidity in the system? What is the “pain threshold” 
for the TINA argument (“There Is No Alternative”) – in 
other words, at what yield level will bonds again be a real 
investment alternative? 

We have chosen to look at these questions from a US 
perspective, since that country’s capital market is dominant 
and the Federal Reserve is the central bank with the biggest 
impact on the global capital market. Our forecast is that the 
federal funds rate will reach 2 per cent at year-end 2023 
and that 10-year government bond yields will reach 2.5 per 
cent. Market pricing of the fed funds rate indicates that most 
analysts believe the Fed will not succeed in hiking – or will not 
need to hike – its key rate to more than 2 per cent. However, 
the central bank has announced a need to go further than 
that. To prevent 10-year Treasury yields from being pushed 
above 2.5 per cent, the Fed’s rate hikes must produce results 
and lower inflation close to its long-term inflation target of 
2 per cent. Economic growth must also slow from its current 
pace of about 5.5 per cent by year-end 2023. Our forecast 
is that this will happen and that the growth rate at year-end 
2023 will be close to 2 per cent. 

Bond supply/demand balance less unsettled than feared

There have long been concerns that the Fed would end 
up in a situation like the present, where a shrinking of its 
accumulated balance sheet − dominated by government 
and mortgage-backed bonds − is justified, while at the same 
time there are soaring government deficits. During 2020, 
governments around the world provided ample stimulus to 
offset the negative effects of the COVID-19 pandemic. 

However, as early as last year, this trend was reversed and 
official pandemic responses were further normalised. This 
means that the Fed’s plans to shrink its balance sheet going 
forward coincide with a gradual decline in federal borrowing 
needs. But the net effect of this is not expected to cause 
other investors to be overwhelmed by a surge in the US 
bond supply. The Democrats have also been forced to lower 
their stimulus package ambitions, which has further reduced 
borrowing needs.

Obviously, the net effect depends on how aggressive the Fed 
wants to be in trimming its balance sheet. Will it be satisfied 
with bonds running off the balance sheet naturally or will it 
also sell bonds that have not yet matured? It is reasonable to 
assume that the process will be orderly and well-managed, 
which is what the central bank has signalled to the market to 
prevent unnecessary worries. For example, the Fed could set 
a monthly reduction limit of USD 60 billion. With these levels, 
investors would be able to absorb new US Treasuries over the 
next couple of years ahead on a par with 2021 volumes. The 
natural pace of bond maturation over the next two years is 
about USD 50 billion a month. The market can handle these 

Index valuations are approaching 2017 levels

The chart shows how the P/E ratio has valued different kinds of companies 
in the MSCI World Index since 2017. Growth companies are those with high 
sales growth. Quality companies are those with a high return on equity, 
stable earnings growth and low financial debt. Cyclical companies are 
sensitive to business cycles whereas defensive companies are not. Value 
companies have low valuations relative to the MSCI World Index average.

Source: Bloomberg

levels without any great difficulty, and the above assumptions 
about yields and interest rates are within reason although 
they are obviously subject to uncertainty. The Fed’s most 
recent announcements support the above conclusions, since 
the central bank has been clear that it mainly intends use the 
fed funds rate to push down high inflation.

Should we say farewell to TINA?

TINA – an acronym for “there is no alternative” – refers to 
a situation where investors, given ultra-low bond yields and 
very little or no compensation for the risk they assume, are 
forced to seek out other assets.  

We have definitely seen a strong TINA effect over an 
extended period, and we know this has created asset price 
inflation. Now that consumer price inflation is high and is 
driving up interest rates and yields, the TINA effect has 
weakened and share valuations are being challenged. That 
is because it has become more attractive to hold a 10-year 
government bond with a 1.8 per cent yield compared to 
2020, when the yield was 0.5 per cent at its lowest. Share 
valuations are also affected by future earnings, which are 
discounted to determine the current price of a company or 
its shares. The higher the discount rate used, the lower the 
asset’s present value. This explains why companies with high 
valuations, which are often largely based on future earnings, 
have been especially sensitive to this mechanism recently 
given the upturn in yields. On the other hand, these same 
company valuations benefited in previous years from the 
continuous fall in yields. The effect will therefore vary for 
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different kinds of companies, but the overall effect will be 
negative. So it is reasonable to expect that the most inflated 
valuations will face the greatest challenges. Meanwhile, it 
should be remembered that profitability is strong, and many 
companies are thus able to pay shareholders dividends or buy 
back shares. These dividends/buybacks will clearly exceed 
the 2 per cent coupon on a 10-year Treasury note. Obviously, 
this does not apply to the entire market. The growth segment 
− which generally pays out lower dividends to shareholders 
− deserves a valuation premium, but there are clearly limits. 
A shift to lower valuations is now taking place at a rapid 
pace, and we are moving towards more reasonable, balanced 
pricing in the stock market. For the benchmark world equity 
index, we are now approaching 2017 valuation levels.

The shift from QE to QT will affect volatility

Having a ready buyer who has also previously announced 
how much they intend to invest each month is by definition an 
effective way to reduce volatility in the capital market, and 
the effect of this spreads to other asset classes. Although 
2021 was a fantastic year with 50 per cent corporate 
earnings growth and impressive flows into the stock market, 

Higher volatility in the US stock market  

The VIX index measures S&P 500 Index volatility in real time through 
option market pricing. Average volatility in 2021 was higher than in any 
single year during the period 2012-2019, and in early 2022 volatility has 
continued along the same path.

Source: Bloomberg

volatility was far higher than the average for 2012-2019. 
This is an indication that the years of extremely stable 
markets are behind us. The same volatility has not yet 
spread to the high-yield corporate bond market, where the 
environment so far has been calmer. 

Conclusion

It is impossible to give an exact answer to the question of how 
large an impact central banks will have on the capital market 
when they switch from pursuing a highly stimulative policy to 
hiking key interest rates and gradually reducing their balance 
sheets. The outcome will depend on how much and how quickly 
they hike rates as well as how much and how quickly they 
reduce their balance sheets. Obviously, the capital market 
will also be affected by economic growth, inflation and the 
corporate earnings trend during the same period. The answer 
will be determined by the net outcome of these factors, as well 
as how investors interpret them and a number of other factors 
(for example geopolitical challenges). 

Despite all the uncertain variables, we can conclude that more 
restrictive monetary policy will have a negative impact on the 
capital market. There will thus be greater demands for the 
delivery of economic growth and corporate earnings. We can 
also conclude that tighter monetary policies will put pressure 
on the valuations of both financial and tangible assets. These 
correlations are the main reason why we have reduced the risk 
in our portfolios over the past six months.

It is reasonable to conclude that volatility will remain high. 
Investor risk appetite will also fluctuate substantially in 
response to the ability of central banks to navigate and 
continuously modify their plans based on market performance. 
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