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Will the Impact of Quantitative Tightening (QT) on the
Economy be more than anticipated?

As most market participants know, the Federal Reserve
is beginning the process of tightening monetary
policy. For most observers, this means that they

will raise interest rates in an effort to reduce the
extraordinarily easy monetary conditions that were

in place since since the Financial Crisis of 2008-2009.
And, with regard to raising interest rates, the Federal
Reserve has considerable experience in doing that
since its founding in 1913, and therefore there is some
reasonable experience to help predict the impact of
doing so on the economy.

But this time is different. As part of its response to

the Financial Crisis in 2008, the Federal Reserve

began a series of bond-buying operations referred to

as “Quantitative Easing” (QE) . The idea was that the
Federal Reserve would step into the financial markets
as a huge buyer of bonds in order to provide liquidity
and ensure that the financial system would not seize up
from panic selling. This worked. But as a result, the
Fed’s aggregate holdings have risen from less than $1T
before the Financial Crisis to $9T today.
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The Fed now prudently wants to shrink its bond
holdings back down, and there are several good
reasons for doing so, including:

1. To help slow the economy in accordance with its
desire to reduce inflation.

2. To prevent the Fed from following in the footsteps
of the Confederacy, the Weimar Republic and

far too many other central banks which financed
unsustainable government deficits and devalued
their currencies.

3. It may spare the Fed the awkwardness of having
to explain to Congress why it incurred sizeable losses
on its huge bond holdings when interest rates rose.

The Mechanics of Quantitative Easing (QE) and
Quantitative Tightening (Q

Quantiative Easing (QE) - the Fed buys bonds and deposits

the proceeds into savers’ bank accounts, anticipating that
the savers will spend some of that money on goods and
services. This new spending stimulates the economy.

Quantitative Tightening !QT[ - the Fed sells bonds and

withdraws the funds from consumers’ bank accounts,
diminishing their ability to spend. The reduction in
spending slows the economy.

But it is the first reason that is our main focus today:
how Quantitative Tightening may help to slow the
economy and curb inflation.

So how do we estimate the impact of QT?

With very little track record, the answer is hard for
even the Fed’s 400 PhDs to calculate and certainly
more complicated than “watching paint dry” as former
Fed Chair Janet Yellen described during their last
attempt at policy normalization in 2017. The Fed isn’t
the only central bank with a nascent understanding of
QT. Indeed, the Bank of England favors interest rate
policy as its primary tool rather than engaging in QT,
specifically citing the better-understood relationship
between raising rates and the economy.

But for our purposes, perhaps a good place to start is
the direct impact on the money supply — consumers
will now have $1T per year less in their bank accounts,
and available to spend. In turn, aggregate demand for
goods and services will be reduced - slowing economic
activity.

QT will also have an immediate influence on

fixed income markets. When the Fed, the largest
bondholder in the world, begins to unwind its assets,
it is certainly enough to move the needle and drive



interest rates higher, particularly on the longer end.
Since many loans are often tied to the longer end, this
will affect affordability. For example, if mortgage rates
increase, the housing market will probably slow.

Another potential influence QT may have on the
underlying economy is through the “wealth effect”.
Economists estimate that a $1.00 decrease in our
wealth (from falling stock markets, for example)
produces a $.02-$.04 decrease in spending.

If the Fed’s continued selling pushes interest rates
higher, that might pressure both the overall stock and
bond markets lower - producing a negative wealth
impact along the lines mentioned above. The stock
and bond markets are off more than 10% so far this
year, so perhaps that wealth effect is coming to the
forefront already.

So this is what is at play. And our thinking is that the
impact of QT is equivalent to a hike of roughly 50-
100 basis points. However we tend to believe that
there is a potential for underappreciated impacts as
well as unanticipated risks, precisely because we are in
unchartered territory, which is so hard to analyze.

Accordingly, we at Northeast are keeping an eye on
the announcements out of the Fed — and from other
central banks - regarding how they anticipate rolling
out their monetary policy tools. And recently we have
tended to keep the average durations of our bond
portfolio relatively short.

Bruce H. Monrad is chairman and portfolio manager of Northeast Investors Trust (NTHEX), a
no-load, high-yield fixed income fund whose primary objective is the production of income.
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Mutual Fund investing involves risk. The Trust invests in lower rated debt securities which may be subject to
increased market volatility based on factors such as: the ability of an issuer to make current interest payments,
the potential for principal loss if an issuer declares bankruptcy, and the potential difficulty in disposing of
certain securities in a timely manner at a desired price and therefore can present an increased risk of investment
loss. Diversification does not eliminate the risk of experiencing investment losses.

Past Performance does not guarantee future results, and an investment in the Trust is not guaranteed. The
investment return and principal value of an investment will fluctuate so that an investor’s shares, when
redeemed, may be worth more or less than their original cost. Current performance may be lower or higher than
that quoted. Additional monthly performance data may be obtained by calling 1-800-225-6704. or by visiting
http:/northeastinvestors.com/ fund/performance-information.

Falling Interest rates and bond defaults may negativegf

during periods of declining interest rates, higher yiel

impact the Trust’s distributable income. In addition,
securities may be called and the Trust may be unable to

reinvest those proceeds in similar yielding securities. Therefore, shareholders should expect the Trust’s quarterly
dividend distributions to decline under these circumstances. The Trust is generally for investors with longer-
term investment horizons, and should not be used for short-term trading purposes. An investment in the Trust
involves risk and should be part of a balanced investment program.

Investors should carefully consider investment objectives, risks, charges and expenses. This and other
important information about the Trust is contained in the prospectus or summary prospectus, either of
which may be obtained by calling 1-800-225-6704 or by visiting www.northeastinvestors.com. Please read

either one carefully before investing.

Marketing services provided by ALPS Distributors, Inc, (ALPS) a registered broker dealer. ALPS is unaffiliated

with Northeast Investors Trust and FLX Distribution
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