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THE FED’S BALANCE SHEET: ANSWERS TO SEVEN QUESTIONS

In this edition of Infocus, Stefan Gerlach answers seven frequentlyasked questions about the US Federal Reserve’s huge balance sheet
and ways it may be reduced.
Market speculation abounds regarding what the Fed will do
with its balance sheet in the months ahead. The size of the
balance sheet has increased from $900bn in 2007 to $4.5tr
now. Many commentators assume that at some point it will
be shrunk to its pre-crisis level to offset the effects of the
Fed’s asset purchases. In their view, the main issues to be
decided are merely when that process will start and how
fast it should be.
But things are not so easy. To understand what the Fed
might do with its balance sheet, it is useful to review some
simple questions.
1. What are the main assets and liabilities of the Fed?
The most important assets are $2.5tr in Treasury bonds and
$1.8tr in mortgage-backed securities (MBS). See Figure 1.
The main liabilities are bank notes ($1.4tr) and commercial
banks’ deposits ($2.4tr). See Figure 2.
2. Why did the balance sheet expand?
The balance sheet expanded for two principal reasons.
First, the Fed purchased MBS in 2009-10 to support the
mortgage market. Second, after the Fed had cut the
federal funds rateto (almost) zero, it had no interest rate
tool left to stimulate the economy. It therefore adopted
quantitative easing (QE), that is, it bought Treasury bonds
to reduce their yields, which serve as reference points for
yields across the economy. It paid for these purchases by
increasing banks’ deposits with the Fed.
1. : Fed’s balance sheet: assets

3. How much can the balance sheet be shrunk?
That depends on two factors. First, the public’s holdings of
bank notes. They grow over time in response to changes in
income and prices (and to changes in payments behaviour).
The Fed can do little about the public’s holdings of bank notes
and will simply have to let the balance sheet rise accordingly.
Second, banks’ reserves deposited with the Fed. Whether
the Fed will want to reduce these deposits, and how far it
may do so, depends largely on how it intends to control
interest rates in the future, and on financial regulation.
4. Why was the balance sheet so small before the crisis?
The Fed has historically not paid interest on banks’
reserves. Banks therefore had an interest in lending excess
reserves to other banks in the interbank market where they
earned the federal funds rate.
In this system, the Federal Open Market Committee (FOMC)
decided on a target level for the federal funds rate. If the
actual funds rate rose above the target, the Fed would buy
bonds from a bank, crediting its deposit.
Since the bank would then hold excessive reserves, it
would offer to lend them in the interbank market, putting
downward pressure on the federal funds rate.
In the opposite case, in which the federal funds rate
was too low, the Fed would sell bonds to a bank, thereby
reducing the bank’s reserves at the Fed. That would mean
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the bank had fewer reserves, which would put upward
pressure on the Fed Funds rate.
Overall, with no interest paid on reserves with the Fed,
banks minimised their reserve holdings. This in turn made
it easy for the Fed to control short-term market rates by
injecting and withdrawing interbank liquidity.

Finally, it is attractive for the Fed to hold a large portfolio
of Treasury securities as a means of reducing financial
tensions if they were to return. In such a situation the
Fed can then swap risky assets on financial institutions’
balance sheets for safe Treasury securities from its own
holdings. This can be an effective way to de-risk the
financial system and promote recovery.

5. What changed during the crisis?
The Fed started to remunerate reserves. Since banks can
always deposit excess funds at the Fed, that prevented
market interest rates from falling too low during the Fed’s
QE operations. Furthermore, it meant that the Fed would
be able to raise market rates if it decided to do so.

But while maintaining a large balance sheet can enhance
financial stability, it is problematic because an increase
in interest rates can cause large losses for the Fed’s
bond holdings. While a central bank’s capacity to meet
its obligations does not hinge on it being solvent, capital
losses would increase political pressure on the Fed.

But, consequently, banks no longer have an incentive to
minimise reserve holdings. The fact that deposits with
the Fed are risk free is of course attractive if banks worry
about the financial strength of their counterparties.

7. What does the Fed plan to do with its balance sheet?
The Fed has made clear that the tightening of monetary
policy will ultimately involving shrinking the balance sheet,
and that it will only happen when the process of raising
interest rates is well under way.

Furthermore, banks hold more liquid assets to comply with
new and enhanced liquidity and stress-test regulations
which are intended to ensure that they can meet liabilities
that fall due in a crisis.
6. What costs and benefits can the Fed see from a larger
balance sheet?
The crisis showed that financial institutions want to hold
plenty of safe, liquid short-term assets. The Fed can meet
this demand and enhance financial stability by continuing
to accept deposits also from non-bank institutions. But
this requires a large balance sheet.

Several FOMC members have recently suggested that it
could soon start shrinking the balance sheet. When that
process starts, it is likely to take the form of the Fed not
reinvesting coupon payments and maturing bonds. The
shrinkage thus becomes passive and predictable.
Of course, if unexpected shocks occur, the Fed could
slow, stop or even reverse the process of shrinking the
balance sheet. However, any active management would risk
catching market participants unexpectedly and might lead
to large swings in bond yields and asset prices.

That would also strengthen the Fed’s ability to influence the
economy. Banks may for various reasons only gradually or
incompletely pass on Fed interest changes to borrowers and
depositors, which lessens the impact of monetary policy.
By accepting deposits from non-bank institutions, the Fed
can ensure that changes in its interest rates are transmitted
directly to them and further on to the broader economy.

But before the Fed starts shrinking the balance sheet, it
must determine by how much it will do so. Currency in
circulation is about $1.5tr. It is expected to grow at about
the same rate as nominal GDP, that is, by perhaps 4-5%,
or about $70bn, per year. Given that the shrinkage of the
balance sheet will take several years, this puts a lower limit
to the size of the Fed’s balance sheet at about $2tr.

Furthermore, a large balance sheet may strengthen the
Fed’s lender of last resort function. During the crisis,
financial firms hesitated to borrow from the Fed to avoid
being perceived as financially weak. By maintaining a large
balance sheet in ordinary times by accepting deposits
from, and lending to, banks and non-banks, that stigma can
be reduced.

To that banks’ reserve holdings must be added. Some
observers guess that they may amount to perhaps $1tr.
A floor for the balance sheet of $3tr may be therefore be
reasonable, but that is of course just a guess. What is clear,
however, is that the Fed will not be in any rush to shrink
the balance sheet back to its pre-crisis level.
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