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Executive Summary

» The Federal Reserve’s balance sheet has evolved from a technical implementation tool
into a central component of monetary policy, shaping financial conditions alongside
changes in interest rates.

» While a large balance sheet can support market stability and policy transmission
during periods of stress, it also creates tradeoffs related to market functioning, fiscal
perceptions, and future policy flexibility.

» The key policy challenge is not identifying an optimal balance sheet size, but ensuring
that balance sheet policy remains deliberate, well-communicated, and clearly
subordinate to the Fed’s core monetary objectives.

Why the Size of the Federal Reserve’s Balance Sheet Matters

The Federal Reserve’s balance sheet is often viewed as a technical byproduct of monetary
policy rather than a policy tool in its own right. While interest rates remain the most visible
lever of monetary policy, the size of the balance sheet has become an increasingly important
determinant of financial conditions. Over the past 15 years, balance sheet policy has shifted
from an emergency measure to a standing feature of the Federal Reserve’s operating
framework, with implications that extend well beyond crisis management.

What Is the Federal Reserve’s Balance Sheet?

The Federal Reserve’s balance sheet shows the assets it holds and the liabilities it issues to
finance those holdings. On the asset side, the Fed primarily holds U.S. Treasury securities
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and agency mortgage-backed securities, assets that are long in duration and central to the
functioning of core financial markets. These assets are financed largely through currency in
circulation and reserve balances held by commercial banks. When the Fed acquires
securities, it creates reserves rather than reallocating existing funds (for example selling
short-term Treasuries and buying long-term), meaning that balance sheet expansion directly
increases liquidity in the financial system. As a result, the size of the balance sheet is not a
passive accounting outcome but a reflection of the Fed’s interaction with markets and the
banking system.

Why the Balance Sheet Grew So Large

Prior to the 2008 financial crisis, the Federal Reserve maintained a relatively small balance
sheet, sized to accommodate currency demand and allow for routine open market
operations. Reserves were kept scarce, and small adjustments in their supply were sufficient
to keep short-term interest rates near the target level. This framework proved inadequate
once the federal funds rate reached its effective lower bound during the financial crisis. In
response, the Fed turned to large-scale asset purchases to provide additional
accommodation and stabilize markets under stress.

Over time, these asset purchases became embedded in the Fed’s approach to policy
implementation. During the pandemic, balance sheet expansion was again used to support
market functioning amid extreme volatility. In parallel, the Fed formally adopted an “ample
reserves” regime, under which administered interest rates rather than reserve scarcity are
used to control the policy rate. These developments left the Fed with a balance sheet that
remains substantially larger than its historical norm, even after periods of attempted
normalization.

Why Size Matters

The size of the Federal Reserve’s balance sheet matters in part because it affects how
monetary policy is transmitted through the economy. By holding large quantities of longer-
duration securities, the Fed influences longer-term interest rates and risk premia, shaping
financial conditions in ways that are distinct from, but closely related to, changes in the
short-term policy rate. This interaction can reinforce policy accommodation when rates are
low, but it can also complicate tightening cycles by muting or distorting the intended effects
of rate increases.

Balance sheet size also has important implications for market functioning and liquidity.
Higher reserve levels reduce the likelihood of funding market disruptions, as demonstrated
by episodes in which reserves proved less abundant than anticipated, including the 2019

AMERICANACTIONFORUM.ORG

Page 2 of 5


https://www.federalreserve.gov/econres/notes/feds-notes/what-Happened-in-Money-Markets-in-September-2019-20200227.htm

money market repo spike. At the same time, sustained central bank ownership of Treasury
and mortgage securities can alter market structure over time. When the Fed maintains a
large and persistent presence in these markets, private intermediation may decline and
price signals may become less informative, with potential consequences for market depth
and resilience.

There are also fiscal and institutional considerations. As the Fed’s balance sheet expands, so
does its footprint in federal debt markets. Although the Fed does not finance government
spending in a legal sense, large asset holdings can blur the perceived boundary between
monetary and fiscal policy. Periods of low interest rates generate substantial remittances to
the Treasury, while higher rates can eliminate those remittances or produce accounting
losses. While these outcomes do not constrain the Fed'’s operational capacity, they
complicate public communication and invite political scrutiny that can test perceptions of
central bank independence.

Finally, a large balance sheet imposes constraints on future policy choices. Reducing asset
holdings too quickly risks market disruption and unintended tightening, while reducing
them too slowly risks normalizing extraordinary interventions. The Fed must also ensure
that reserve levels remain sufficient to support its operating framework, even as assets run
off. These tradeoffs make balance sheet policy inherently path-dependent and difficult to
adjust without consequence.

Why “How Big Is Too Big?” Is the Wrong Question

Debates over whether the Federal Reserve’s balance sheet is too large often obscure the
more relevant policy considerations. There is no fixed or technocratic benchmark for an
optimal balance sheet size. What matters instead is whether the size of the balance sheet is
consistent with the Fed’s operating framework, whether it reflects deliberate policy choices
rather than institutional inertia, and whether it complements interest rate policy rather than
substituting for it. A balance sheet that expands during crises but never meaningfully
contracts risks becoming a permanent policy instrument by default rather than by design.

Policy Implications

The evolution of the Federal Reserve’s balance sheet raises important questions about how
monetary policy should be designed and communicated in a post-crisis environment. If asset
purchases are to remain part of the Fed’s toolkit, their role must be clearly defined and
constrained. Treating balance sheet expansion as a routine supplement to interest rate
policy risks diluting the signal conveyed by changes in the policy rate and increasing
uncertainty about the Fed’s reaction function. Clear guidance on when asset purchases are
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appropriate—and when they are not—is therefore essential.

A credible policy framework also requires greater clarity around the Fed’s long-run demand
for reserves. Operating with ample reserves reduces the risk of funding market stress, but
“ample” is not a static concept. Structural changes in the financial system, regulatory
requirements, and Treasury cash management all affect reserve demand over time. Without
a clearly articulated reserve target, balance sheet normalization becomes reactive rather
than strategic, increasing the risk of either premature tightening or persistent excess
liquidity.

Balance sheet policy also has implications for the Fed’s institutional independence. Large
and persistent asset holdings increase the visibility of the Fed’s interactions with fiscal
authorities, even when those interactions are incidental to monetary objectives. To preserve
independence, the Fed must emphasize that asset purchases are conducted for monetary
and financial stability purposes, not to manage government borrowing costs. This places a
premium on transparent communication, predictable normalization plans, and a willingness
to accept short-term political criticism in service of long-term credibility.

Finally, the Fed must consider the asymmetry created by balance sheet policy. Expanding
the balance sheet during crises is often faster and more politically palatable than
contracting it during recoveries. If markets come to expect that balance sheet growth is
effectively one-directional, risk-taking behavior may adjust accordingly, complicating future
stabilization efforts. Addressing this asymmetry requires a demonstrated commitment to
normalization when conditions allow, even when that process is gradual.

Economic Implications

Beyond its role in monetary policy implementation, the size of the Federal Reserve’s balance
sheet has broader implications for economic outcomes. By influencing long-term interest
rates and financial conditions, balance sheet expansion affects investment decisions,
housing activity, and asset valuations. Lower long-term rates can support capital formation
and economic growth during downturns, but prolonged suppression of term premia may
also encourage excessive leverage and misallocation of capital.

Distributional effects also merit consideration. Asset purchases tend to raise the prices of
financial assets, benefiting households and institutions that hold them, while offering more
indirect support to wage growth and employment. While these effects are not the primary
objective of monetary policy, they shape public perceptions of its costs and benefits and can
influence political support for central bank actions.

Over the longer run, a persistently large balance sheet may alter expectations about the role
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of the central bank in economic stabilization. If market participants assume that the Fed will
routinely intervene in asset markets to smooth volatility, private risk management may
weaken, increasing the likelihood of future interventions. This dynamic can create a
feedback loop in which balance sheet expansion becomes more frequent and more difficult
to unwind.

Conclusion

The Federal Reserve’s balance sheet is no longer just the quiet backdrop to monetary policy;
it is part of the main act. That does not mean it should be feared, nor does it mean it should
be taken for granted. Used carefully, balance sheet tools can stabilize markets and reinforce
policy goals when traditional tools fall short. Used casually, they risk blurring institutional
boundaries and dulling the signals that monetary policy is meant to send.

The challenge for policymakers is not to return to a pre-crisis world that no longer exists,
but to resist the temptation to treat balance sheet expansion as costless or permanent.
Doing so requires discipline, transparency, and a willingness to normalize even when the
path back is uncomfortable. In the long run, the credibility of monetary policy depends less
on how large the balance sheet becomes in a crisis than on whether policymakers are
willing to shrink it once the crisis has passed.
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