
The last time we checked in on the Federal Reserve’s giant 
balance sheet was in November 2017, when the size of the 
Fed’s holdings in Treasuries and mortgage-backed securities 
(MBS) was still at its peak. After growing its portfolio in US 
government bonds to more than $4.2 trillion, in late 2014 the 
Fed ended net new purchases and over the next three years 
held the size of its balance sheet steady by reinvesting any 
maturing cash flows into new bonds.  
 
By year-end 2017, the Fed still held $2.5 trillion in Treasury 
notes and bonds and $1.7 
trillion in MBS. At the time, 
the Fed was already two 
years into its “policy normal-
ization” phase, having raised 
the overnight lending rate 
(the Fed funds rate) five 
times. Step two of this plan 
was to let some of the bonds 
in the investment portfolio 
mature and “roll off” without 
reinvestment, in order to 
allow the balance sheet to 
shrink, with the global capi-
tal markets absorbing the 
additional supply. We remarked at the time that the Fed had 
done a good job telegraphing its intentions, as there had been 
nary a blip in market sentiment in anticipation of the Fed’s 
initial efforts to reverse its nearly decade-long asset purchase 
program. 
 
The process of shrinking the balance sheet began in early 
2018, and ramped up throughout that year and continued into 
the third quarter of 2019. As the chart on this page shows, 
during that 21-month period, the Fed’s Treasury portfolio 
shrank by $350 billion and its MBS holdings dropped by $300 
billion. This included the period where the Fed was at its most 
aggressive in tightening monetary policy (all of 2018) as well 
as the more recent period where the Fed backed off and began 
easing its grip, cutting the Fed funds rate three times (in mid-
2019). 
 
Up until the past six months, the Fed’s plan was to allow the 
balance sheet to continue to shrink throughout 2019 and into 
2020. But a glitch in those plans showed up last September 
when the interest rate on overnight repos skyrocketed. “Repo” 

refers to a repurchase agreement, which is a transaction to sell 
and buy back government bonds for a short-term period 
(typically, overnight to one week). They are essentially collat-
eralized loans that allow banks, money market funds, and 
government-sponsored enterprises to raise cash for short 
periods. The overnight repo rate should be nearly identical to 
the Fed funds rate, since they both represent the cost to bor-
row at what is essentially the “risk free” rate. The Fed has long 
intervened in the repo markets to fine-tune its policy, buying 
Treasuries or agency debt from banks in exchange for cash. 

The Fed can also engage in 
“reverse repo” operations, 
where it sells securities to 
dealers and banks in order to 
drain reserves. Both of these 
“open market operations” 
help to keep repo rates 
aligned with the Fed funds 
rate.  
 
When the Fed began shrink-
ing its balance sheet, it knew 
that there could be disrup-
tions in the repo market, as 
there would be greater avail-

able supply of government securities with the Fed not hoover-
ing up bonds at its previous pace. After all, the expansion of 
the Fed’s portfolio holdings meant that its asset purchases had 
provided trillions in additional cash sloshing throughout the 
system. The thinking was that the repo markets would not run 
into any issues as long as the Fed maintained around $1 tril-
lion in excess reserves on the liability side of its balance sheet 
(offsetting its investment holdings). One trillion dollars is way 
above the pre-crisis level for bank reserves, but new regula-
tions put in place to stabilize the financial system require 
banks to hold much more capital, which means higher reserve 
balances. 
 
As the chart on the back page shows, excess reserves (the 
amount of reserves above those required for regulatory capi-
tal) grew to nearly $3 trillion after the financial crisis, and 
shrank as the Fed eased off the gas pedal. By late last summer, 
excess reserves were down to less than $1.5 trillion, and that’s 
when the trouble started. In mid-September, due to a weird 
confluence of technical events (including quarterly tax pay-
ments as well as coupon and interest payments for primary 
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by the Federal Reserve Bank of New York. By contrast, the QE 
programs are anything but traditional, having only been imple-
mented since the financial crisis. There is also a lack of 
“signaling” in this program that was part-and-parcel of the QE 
strategies, where the Fed (like its international counterparts) 
explicitly laid out the reasons and expectations for this pro-
gram. The QE programs were expansive, almost to the point of 
being open-ended, while the current efforts are tightly con-
strained. 
 
We come down on the “not QE” side of the argument. These 
open market operations are designed to align policy rates and 
market rates; if the balance sheet needs to expand in order to 
adjust to investor preferences and temporary liquidity supply/
demand imbalances, so be it. Investors who assume that this is 
an effort to refuel the equity markets might be disappointed if 
the Fed begins to drain reserves once its found the right bal-
ance in the market. Powell has already stated that the current 
program is expected to run until the April tax season, at which 
point the balance sheet re-expansion will slow and, eventually, 

end. 
 
If the Fed deserves criticism, 
it’s for still not having the 
right tool for the current job 
at hand. Re-expanding the 
balance sheet is a 
“sledgehammer to kill a fly” 
solution to solve a temporary 
shortage of liquid funds (if 
that is, in fact, all it was). 
The Fed might look to the 
European Central Bank (ECB), 
which has a streamlined 
overnight lending facility 

that charges banks 25 basis points above the ECB’s main fi-
nancing rate (which is currently zero).  The Fed has its discount 
window, but banks are averse to using it, as the rate is 50 basis 
points above the Fed funds rate, and as it’s been stigmatized 
over the years as a “last ditch” source of funds in the banking 
industry.  
 
It’s likely that this episode will force some needed changes in 
Fed policy. Randal Quarles, the Fed’s Vice Chair for Supervision, 
recently spoke in favor of a Euro-style discount window. Even 
more revealing, the just-released FOMC minutes from January 
revealed discussion of the Fed adopting an “ample-reserves 
regime” for stabilizing the money markets, which implies that 
the previous $1 trillion reserves target is now viewed as too low.  
The minutes also pointed to “the possible creation of a standing 
repo facility” that would support a more flexible lending plat-
form for the money markets. That would obviously be a big step 
in the right direction. 

Treasury dealers), there was a sudden jump in the demand for 
cash by banks and dealers. This caused an imbalance which 
sent the cost of borrowing in the repo market—again, a rate 
that the Fed has carefully controlled for decades—soaring above 
10%, 800 basis points above the Fed funds target. 
 
Investors from around the world were surprised, to say the 
least, at what was seen as a big policy error, calling into ques-
tion the Fed’s ability to guide the money markets. It also 
brought back memories of the worst days of the financial crisis, 
when cash hoarding left insufficient liquid funds to keep some 
of the world’s biggest financial firms afloat. As before, the Fed 
responded quickly (and predictably), injecting more than $125 
billion in cash on September 16th and 17th through open market 
operations, bringing short-term rates back down into the Fed’s 
target range. 
 
On September 18th, Fed Chair Jay Powell said, “For the foreseea-
ble future, we’re going to be…doing the sorts of things we did 
the last two days, these temporary open market operations.” But 
in the weeks and months 
since then, the Fed appears 
to be on a semi-stealthy 
campaign to make the tem-
porary more permanent. As 
the chart on the front page 
shows, the Fed’s balance 
sheet has re-expanded as 
the Fed has been buying 
Treasury Bills and repos, 
which, combined, now total 
$425 billion. Not only has 
the balance sheet stopped 
shrinking, it’s gained back 
roughly half of the amount 
that had been previously drawn down. 
 
Is this just another round of quantitative easing, wrapped up in 
a friendlier package? Yes and no. Yes, because the impact to the 
capital markets is the same—the Fed is buying up securities and 
flooding the financial system with dollars. Those actions have 
the effect of keeping a lid on interest rates and encouraging risk 
taking by providing ready liquidity. It’s no mere coincidence 
that the S&P 500 has shot up more than 12% since mid-
September. 
 
But, as Powell himself has been quick to point out, there are 
some significant differences between the Fed’s recent moves 
and its previous QE strategies. Perhaps the biggest difference is 
that the recent purchases are focused solely on controlling rates 
in the short-term markets, while the goal of the QE programs 
was to bring down longer-term interest rates. The current buy-
ing is more in line with the Fed’s traditional open market opera-
tions (as Powell noted), which have been conducted for decades 
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