MONETARY

POLICY

The Rise and (Eventual) Fall
in the Fed’s Balance Sheet

By Lowell R. Ricketts and Christopher J. Waller

n response to the Great Recession, the

Federal Open Market Committee (FOMC)
approved several unconventional monetary
policies intended to foster a more robust eco-
nomic recovery. Of these policies, large-scale
asset purchases (LSAPs), popularly known as
“quantitative easing” or QE, led to the largest
expansion of the Fed balance sheet since
World War II. The FOMC has stipulated that
the expansion of the Fed balance sheet is a
temporary policy stance and that holdings
will return to normal as the recovery pro-
gresses. Inflation pressures resulting from
this expansion have been trivial thus far.
However, a quickening economic recovery
could provide incentives for banks to with-
draw funds held as excess reserves at the Fed
and inject them into the real economy. Given
the significant amount of funds held as excess
reserves, this increased lending might lead to
inflation pressures inconsistent with the Fed’s
mandate of price stability. To prevent this
scenario, the FOMC has several policy tools
at its disposal to both control and eventually
unwind the balance sheet.

The Fed’s Balance Sheet Policies

The first round of LSAPs (QE1) began in
March 2009 and ended one year later. Over
the course of the program, the Fed pur-
chased $1.25 trillion in mortgage-backed
securities (MBS), $200 billion in federal
agency debt (i.e., debt issued by Fannie
Mae, Freddie Mac and Ginnie Mae to
fund the purchase of mortgage loans) and
$300 billion in long-term Treasury securi-
ties. The purchase of $1.45 trillion of MBS
and agency debt helped to increase credit
availability in private markets, revitalizing
mortgage lending and propping up the
beleaguered housing market. The purchase
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of $300 billion in long-term Treasuries was
designed to put downward pressure on
interest rates in general in order to bolster
economic activity.

During the summer of 2010, fears
mounted that the U.S. economy could fall
into a deflationary outcome similar to
that experienced by Japan.! Deflation, a
decrease in the general price level of goods
and services, is often associated with poor
economic performance, such as that expe-
rienced by Japan since the late 1990s. To
avoid this scenario, the FOMC put upward
pressure on inflation through a second

The FOMC has stipulated that
the expansion of the Fed
balance sheet is a temporary
policy stance and that hold-
ings will return to normal as
the recovery progresses.

round of LSAPs (QE2). This program
involved the purchase of $600 billion in
long-term Treasury securities from Novem-
ber 2010 to June 2011 at a pace of $75 billion
per month.

Following QE2, the risks of deflation and
recession subsided. However, soft economic
data indicated a struggling economic recov-
ery vulnerable to negative shocks. Around
the same time, the European Union was
embroiled in a worsening sovereign debt
crisis, which threatened to destabilize the
second-largest economy in the world. To
protect the U.S. economy against adverse
shocks, the FOMC turned to the maturity

extension program, popularly known

as Operation Twist, a policy originally
used by the central bank in 1961. Opera-
tion Twist involved the sale of short-term
Treasury securities and an equal purchase
of long-term Treasury securities. This put
downward pressure on long-term interest
rates while maintaining the same amount
of securities on the Fed balance sheet.
Operation Twist was started in September
2011 and was extended in June 2012 to
continue through the end of 2012. In total,
the FOMC purchased, as well as sold and
redeemed, $667 billion in Treasury securi-
ties through the program, eliminating all
holdings of securities with a maturity of one
year or less. For comparison, about half of
the portfolio fit this “one year or less” clas-
sification in July 2007, which was prior to
the financial crisis.

Following Operation Twist, labor-market
data continued to exhibit signs of a weaker-
than-desired recovery. To engender a
stronger labor market, the FOMC began a
third round of large-scale asset purchases
(QE3) in September 2012. The purchases
initially involved $40 billion in agency MBS
per month. However, after Operation Twist
ended in December 2012, the FOMC added
$45 billion in long-term Treasury securities
to the monthly purchase. The QE3 program
is state-contingent and open-ended, mean-
ing economic conditions rather than a static
end date will determine when the program
concludes. State contingence affords the
FOMC greater flexibility to adjust monetary
policy if the economic recovery gains or
loses strength. For example, at its Decem-
ber 2013 meeting, the FOMC reduced its
monthly asset purchase for the first time,
dropping the total purchase to $75 billion



from $85 billion.” State-contingent forward
guidance also applies to federal funds rate
policy. An example of this is the FOMC’s
announcement in December 2012 that its
federal funds rate target would remain
between 0 and 0.25 percent while the unem-
ployment rate remains above 6.5 percent,
inflation is no more than 2.5 percent and
long-term inflation expectations remain
moderate.

Assessing the Proverbial
Elephant in the Room

The LSAPs have collectively expanded
the Fed balance sheet by close to $3 trillion
from December 2007 to November 2013.
That figure is nearly four times the prereces-
sion average. However, viewing the balance
sheet in absolute terms offers only one per-
spective, one that fails to take into account
the relative size of the U.S. economy. In
central banking, the natural size of a bal-
ance sheet is proportional to the size of the
economy for which it is managed. Also, to
judge our balance sheet we need to compare
it with those of other credible central banks.

Figure 1 shows the values of four major
central banks’ balance sheets as a percent-
age of respective nominal gross domestic
product (GDP). All major central banks
conducted accommodative monetary
policy in the wake of the Great Recession to
counteract the global economic slowdown.
(Many approved LSAPs similar to QE.)

The Federal Reserve, with a balance sheet
worth 22.3 percent of nominal GDP, ranks

lowest among its international counterparts.

In contrast, the Bank of Japan’s balance
sheet is valued at 44.3 percent of Japanese
GDP. While not featured here due to scal-
ing, the Swiss National Bank’s balance sheet
increased to about 83 percent of Swiss GDP
as it acted to defend the value of the Swiss
franc from appreciating during the Euro-
pean debt crisis.” Trailing other central
banks affords the FOMC some insight as to
what limits may exist in terms of expanding
the balance sheet. According to the empiri-
cal evidence observed so far, none of our
central bank counterparts has hit a defini-
tive adverse ratio.

In addition to international comparisons,
we looked back at our own history in terms
of the size of our balance sheet. Figure 2
shows the relative value of the Fed balance
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FIGURE 1

Size of International Central Bank Balance Sheets
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SOURCES: European Central Bank, Statistical Office of the European Communities, Bank of Japan, Cabinet Office of Japan, Bank of England, Office for National
Statistics, Federal Reserve Board, Bureau of Economic Analysis/ Haver Analytics and authors’ calculations.

FIGURE 2

Historical View of Federal Reserve Balance Sheet
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SOURCES: Federal Reserve Board, Bureau of Economic Analysis, Historical Statistics of the United States/Haver Analytics.

NOTE: The lengthier historical time series featured in Figure 2 requires data of annual frequency. Therefore, the length of the time series does not match Figure 1,
which uses monthly data. Annual data for 2013 were not available as of publication.

sheet going back to the Fed’s creation 100
years ago. The current value of the balance
sheet is comparable to two periods in U.S.
history. In 1940, during the Great Depres-
sion, the balance sheet reached its historic
maximum of 23 percent of nominal GDP.
In 1946, following World War II, the bal-
ance sheet rebounded to 20.2 percent. Thus,
recent levels have been seen before during
trying times in national history.

Critics of the LSAP programs have voiced
concerns that the massive purchase of Trea-
sury securities amounts to the Fed’s financ-
ing the U.S. government’s deficit spending,
a phenomenon known as “monetizing the
debt.” If you assume this to be true, then
the Fed’s share of outstanding Treasuries
should reach record levels in response to
record deficit spending. Figure 3 charts the
Fed’s share of total outstanding Treasuries
going back to 1957 along with U.S. govern-
ment net spending. While the Fed’s share of

outstanding government debt has increased
by about 4.3 percent since the fourth quarter
of 2007, this share remains far below its 16.8
percent peak in the middle of 1974. While
the FOMC has purchased a substantial share
of U.S. Treasury securities in the pursuit

of its monetary policy objectives, it has not
done so with an explicit intention to support
fiscal policy.

In tandem with the expansion of the
balance sheet, reserve balances held by
financial institutions at the Fed have
reached historic levels. (See Figure 4.)

These reserves are the result of the LSAP
programs, whereby financial institutions
were credited cash in the form of reserves
in exchange for Treasury securities and
MBS. This process is largely why inflation
pressures have been subdued during the
expansion of the balance sheet. Aslong as
these balances remain in the form of excess
reserves held by the Federal Reserve, they



FIGURE 3
Federal Reserve Share of Government Debt Holdings and U.S. Net Government Spending
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SOURCES: Federal Reserve Board, International Monetary Fund, Bureau of Economic Analysis, Treasury/Haver Analytics and author’s calculations.

NOTE: For the right axis, positive values represent budget deficits while negative values indicate budget surpluses. The federal government has run record deficit
spending following the recession. To finance this spending, it has issued Treasury securities. While the Fed's large-scale asset purchases (LSAPs) have involved
significant purchases of these securities, they have not financed the majority of the debt expansion.

FIGURE 4
Reserve Balances Held at the Federal Reserve
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FIGURE 5
Headline and Core Personal Consumption Expenditures (PCE) Inflation
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NOTE: Dashed lines indicate forecasts.

are isolated from the real economy and began. (See Figure 5.) This is well below
contribute negligible inflation pressures. the FOMC’s 2 percent target for inflation.
This is supported by personal consumption =~ However, as economic activity acceler-
expenditures (PCE) inflation data, as both ates, financial institutions will have greater
headline and core inflation have averaged incentives to lend these excess reserves, and
about 1.4 percent since the Great Recession inflation pressures could manifest if reserves
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A Look inside the FOMC Toolbox

he FOMC was authorized by Congress in 2006 to pay interest on reserves held to sat-
Tisfy reserve requirements and on excess reserves. This interest rate is a powerful tool,
as the FOMC can raise rates and increase the incentive for financial institutions to keep
funds as excess reserves.

Alternatively, the FOMC can use more-direct intervention and freeze balances for

short periods of time using reverse repurchase agreements (or reverse repos) and term
deposits. The FOMC typically conducts repos, in which the Fed temporarily lends cash to
counterparties and receives Treasury securities as collateral. These agreements increase
liquidity in the marketplace in the short term. In a reverse repo, the Fed temporarily lends

Treasury securities to counterparties in return for cash.

Similarly, the FOMC can use term deposits, whereby banks place funds on deposit at
the Fed for a fixed time period and receive earnings on these deposits.

In both examples, funds are effectively removed from the banking system; banks can-
not use the funds until the term of the deposit or reverse repo has concluded.

These three tools give the FOMC considerable control over excess reserve balances
and can shield the real economy from a significant influx of funds.

flow into the real economy. Fortunately, the
FOMC has several tools that will allow it

to pre-empt this scenario through wind-
ing down the balance sheet and/or freezing
reserve balances in place. For more infor-
mation about these tools, see the sidebar.*

conclusion

The unconventional monetary policies
conducted by the FOMC during and after
the Great Recession have been instrumental
in avoiding a depression and in supporting
a recovery that has only gradually gained
momentum. These policies have greatly
expanded the Fed balance sheet, an expan-
sion similarly seen during other defining
moments in national history, as well as
around the world, in response to the finan-
cial crisis. In the coming years, the FOMC
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will need to reconcile the extraordinary
amount of excess reserves with a healthier
economy—an economy that will have a
greater demand for loanable funds. The
FOMC has several tools at its disposal that
will afford it significant control over excess
reserves. That preparedness, combined
with the credibility afforded an indepen-
dent central bank, will allow the FOMC to
take timely action in order to foster a stable
monetary-policy transition.

Christopher ]. Waller is a senior vice president
and director of research and Lowell R. Ricketts
is a senior research associate, both at the Federal
Reserve Bank of St. Louis. For more on Waller’s
work, see http://research.stlouisfed.org/econ/
waller.

ENDNOTES

1 See Bullard.
2 The $10 billion reduction consists of an equal
$5 billion taper for both MBS and Treasury
security purchases.
Swiss exports are heavily reliant on demand from
the euro area. During the European debt crisis,
investors flocked to the Swiss franc as a safe-haven
currency and drove up the value of the franc
significantly. This made Swiss exports far less
competitive (declining at an annual rate of about
6 percent in the third quarter of 2011) and greatly
diminished GDP growth (-2.9 percent annual rate
during the same period.) In response, the Swiss
National Bank purchased mass quantities of for-
eign currency to drive down the value of the Swiss
franc. This is a great example of an LSAP program
that involves both a different objective as well as a
different asset.
4 Fora thorough analysis of Fed exit strategy, see
Kliesen.
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