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37/ Beware of the impact of Fed tightening by 
increasing IOR, a new dynamic at play.

At the height of the Great 
Financial Crisis (GFC) in late 
2008, the Federal Reserve 

added two items to its tool kit that 
will fundamentally affect monetary 
policy making going forward. First, 
the Fed started to pay interest on 
reserves. Second, the Fed amassed 
an enormous balance sheet. 

Before the GFC, the Fed held about 
a trillion dollars of US government 
bonds in its balance sheet, in which 
there is circa 950$ billion dollars of 
currency and 50$ billion dollars of 
bank reserves. After going through 
several quantitative easing (QE) 
programs, the Federal Reserve has, 
as of January 2017, accumulated the 
highest level of assets at 4.468$ trillion 
-- almost all treasuries and mortgage-
backed securities, and created about 
2.8$ trillion of additional reserves in 
return (which are liabilities).

To date, the Fed has 4.434$ trillion in 
assets and 2.296$ in bank reserves. 
Required reserves, the amounts banks 
must hold at the Fed corresponding 
to deposits, are about 106$ billion, so 
about 2.19$ trillion of those reserves 
are excess, «parked» at the Fed semi-
voluntarily by banks.
Since the Fed got out of zero-
bound, as they took steps to tighten 
and normalize monetary policy, it 
became very clear that the Fed will 
not return to the previous monetary 
configuration, which entails a small 
quantity of non-interest-paying 
reserves. Henceforth, the central 
bank will maintain a large balance 
sheet and pay market interest rates 
(IOR) on all bank reserves. Indeed, 
the Fed now attempts to control 
policy and short-term rates primarily 
by changing the rate it pays on those 

abundant reserves, rather than by 
controlling the quantity of reserves 
via open market operations, as was 
previously done. 

Another policy tool was managing 
expectations to fine tune the impact 
of other monetary policy instruments 
like the IOR. It is as essential as the 
IOR – here’s why.

Paying market interest on reserves 
and a keeping a large balance 

sheet, keeps the system satiated in 
liquidity, which poses a challenge to 
standard monetary policy analysis.

With IOR, bank reserves and short 
term treasuries are and will remain 
essentially perfect substitutes at 
the margin. In this case, reserve 
demand (from banks) and money 
demand (from everyone else) 
become indeterminate -- they have 
practically become one and the 
same. This poses issues to how the 
Fed controls real and nominal interest 
rates as the channels by which 
monetary policy impacts the economy 
and the banking system have fallen 
apart under the IOR regime. It is a 
grand monetary experiment, and 
the jury is still out whether it will 
work or not in the longer run. 

Why was the Fed compelled to adopt 
this policy strategy? The power to pay 
IOR was originally awarded to the Fed 
in 2006 to allow it, starting in October 
2011, and the original purpose was 
to reduce banks´cost of meeting 
statutory reserve requirements. But 
after the global financial system came 
to near collapse in late 2008, IOR 
mutated to become a direct response 
to the root cause of the GFC, which 
was, centrally, a run in the shadow 

banking system. This is how the run 
developed. 

In the last 30 years, the global financial 
system, had developed interest-
paying quasi-money: extremely 
liquid fixed-value interest-paying 
accounts that can be transacted in 
seconds, such as interest-paying 
bank accounts, money-market funds, 
overnight repurchase agreements, 
short-term commercial paper, and 
auction-rate securities. Corporations 
with large excess cash flocked to 
these shadow-banking arrangements, 
since FDIC deposit insurance does not 
guarantee large accounts. Basically, 
these derivatives are private promises 
to deliver reserve-equivalents, and 
were very popular to corporate and 
financial organization types because 
of the ease of and volumes that can 
be transacted. Like anything that is 
easy and profitable, the actors in this 
financial exchange went overboard.

On the eve of the GFC, the 
system has almost 10$ 

trillion of promises to pay with the 
then roughly 50$ billion dollars 
of reserves, an enormous and 
unsustainable leverage. The story 
is by now familiar -- these promises 
were backed by private assets, 
but the valuation of those assets 
values fell, and so the issuers cannot 
collectively fully meet all their 
promises to deliver those reserve-
equivalents. The financial system 
failed in a systemic run, which is now 
known as the Great Financial Crisis.

Here is where bank reserves and 
the IOR enter the picture. The Fed 
thought that the combination of a 
large balance sheet plus payment 
of the IOR would meet the needs of 
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businesses wanting to acquire 

(1) interest-paying electronic money 
in accounts which are fully backed by 
interest-paying reserves directly, or 

(2) they could invest in money-
market funds invested, as reserves 
are, in short-term treasuries. In the 
Fed’s eyes, bank reserves with IOR 
offer a run-proof, interest-paying 
money, which meet the requirements 
of businesses without the features 
that contributed to the GFC. That 
obviously contributes to financial 
stability.  

There are other, more practical 
reasons why the Fed started 

paying banks IOR. After the economy 
bottomed in Q1 2009, the Fed hoped 
that a positive interest rate on excess 
reserves would establish a new, 
above zero «floor» for the effective 
federal funds rate. However, because 
several Fed reserve creation left the 
banking system flush with reserves, 
banks had no need to borrow federal 
funds unless they could profit from 
the difference between the borrowing 
rate and the IOR. Consequently, the 
IOR, instead of serving as an effective 
funds rate floor, ended up becoming 
a ceiling. That is what provided the 
wherewithal for the IOR to become a 
policy tool. 

Since the recovery, the Fed has 
relied exclusively on IOR to keep 

the trillions of dollars in reserves 
from fuelling inflation: by raising the 
IOR enough, it can always encourage 
banks to continue sitting on those 
reserves despite improved lending 
opportunities. But no lending begets 
no creation of deposits, thereby 
no creation of new money. No new 
money means that the economy 
will stagnate – that is why the US 
economy has been moribund since 
the recovery from the GFC. 
Some economists perpetuate the 
meme that banks can not lend out 

those reserves – and that has been 
providing cover for banks for not 
lending out those bank reserves. 
This is technically not true. It is a 
drawn-out process, which begins 
with banks crediting borrowers´ 
accounts with lent sums, followed 
by the borrowers´ drawing on their 
borrowed deposit credits by writing 
checks or otherwise transferring 
funds to various payees, and finally, 
other things equal, by a transfer of 
reserves from the lending bank to 
the payees´ banks, in the process of 
settling inter-bank dues. The final 
outcome, so far as the lending bank is 
concerned, is much the same as if the 
banks simply handed the reserves, in 
cash, to those who borrow from it.

There is criticism of IOR, and the 
central argument is that encouraging 
banks to park their funds in reserve 
will starve the economy of funds for 
investment -- that all those dollars 
invested in interest-paying reserves 
will not be available for loans and 
general credit-lending operations of 
financial intermediaries. While we 
sympathize with the sentiment, this 
criticism is misguided. We dislike the 
payment of IOR for bank reserves, but 
this is not the reason for our disquiet. 

Bank reserves parked at the 
central bank, are Federal Reserve 

liabilities, backed by assets. The Fed 
buys a dollar of treasury or agency 
debt for every dollar of reserves it 
issues, which equates to neutrality. 
Therefore, the private sector on 
net may hold the same amount 
of government or private debt (or 
reserves) that it wants regardless of 
the size of the Fed balance sheet. Some 
people also argue that a large balance 
sheet amounts to monetization of 
government debt. The misconception 
here is more fundamental because 
the Fed «monetizes» debt any time 
it buys U.S. Treasuries. When the Fed 
purchases these treasuries, it doesn›t 

have to print money in order to do 
so. It just credits the accounts of the 
sellers and puts the Treasuries on 
its balance sheet. Those credits are 
money, even though the Fed doesn›t 
print cold hard cash to complete the 
transaction. 

The Fed´s paying market rates 
for IOR to implement monetary 

policy may however be self-
defeating in one aspect -- and that 
was starkly demonstrated by events 
that happened after the FOMC 
tightened policy recently. One of 
the objectives of the Fed was to try 
and steepen the 10y-3m spread to 
try and manage and change market 
expectations. But they will not 
succeed because the correlations 
among the FFR, Yield Curve and 10yr 
yield have all become positive. 

The historic relationship:
(see the three first charts on the next 
two pages)

Positive correlation between FFR 
vs 10yr yield; and both correlate 

negatively vs 10y-3m spread. But 
after QE started, correlation among 
10y-3m spread, FFR, 10yr yield all 
became positive. If Fed raises FFR 
further to try and steepen the curve 
(by pushing 10yr yield higher), the 
10y-3m spread will flatten further 
instead, and the 10yr yield will 
continue to fall. Put differently, the 
more the Fed raises the FFR, the 
more the yield curve will flatten and 
could become negative – that would 
send a wrong signal to the markets 
– that a recession is impending. That 
would accelerate the down move on 
10yr yields. 

To steepen the curve and to push the 
10yr yield relatively higher – the Fed 
has to pause its tightening regime. 
Paying IOR has something to do with 
this weird market action: 
1. The Fed now tightens monetary 
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policy by increasing the Interest 
paid on Reserves (IOR) which is 
inherently contractionary. Raising 
the IOR will increase the banks› 
demand for base money, which is 
contractionary (because more of the 
stuff is demanded for safekeeping -- 
like stuffing cash inside the mattress).

It is a RISE in MARKET RATES (as 
in the 10yr bond yield), which is 

expansionary, as it makes it more 
costly to hold base money (in an 
opportunity cost sense).

2. With IOR, the entire monetary 
base is no longer what we think of as 
high-powered money (all cash, even 
vault cash at commercial banks, and 
commercial bank deposits at Federal 
Reserve Banks, which are redeemable 
in cash, e.g. transaction money).
Instead, the currency stock has 
become the new high powered 
money. So a change in IOR that 
impacts the demand for base money 
can also be thought of as impacting 
the supply of high-powered money 
(transaction money). Thus, if the Fed 
suddenly cut IOR to zero, banks would 
try to get rid of some of their excess 
reserves, which would flow out into 
circulation, boosting the supply of 
currency, and hence the price level. 
But the Fed is RAISING the IOR, so 
banks want to hold more excess 
reserves due to their preference for 
IOR over risky projects, like loans. 
Raising IOR will naturally tend to 
diminish the SUPPLY of high-powered 
money -- this depresses yield and 
weakens the US Dollar -- two things 
that have happened since the Fed 
tightened policy. 

Ergo, the more the Fed tightens 
policy (by increasing the IOR), the 
more the 10yr yield will fall, and the 
USD weakens.

3. IOR is paying pittance while the Fed 
earns the spread between the market 
yield for the paper it holds and the IOR 

it pays the banks (see chart below). 
Those Fed earning have been large, 
ranging from 10$ billion to recently 
circa 5$ billion a year, which it remits 
to the Treasury to become part of the 
general fund. The Fed has therefore 
the motivation to keep those reserves 
high, and in practice, the Fed even 
does a little bit of “trading” by 
manipulating the volume of reserves 
to follow the tracks of the 5yr-Fed 
Funds Rate yield curve to maximize 
its earnings (see chart below). 

Data from the New York Fed shows 
that the average maturity of the 

debt instruments held by the Fed as 
bank reserves is circa 5 years, and it 
pays the banks the equivalent of the 

FFR, therefore it makes sense for 
the central bank to track the 5yr-FFR 
spread. Simply brilliant (and sneaky). 
There is no reason why this state of 
affairs cannot continue for some time 
– especially so that the bank reserves 
have expanded the Monetary Base, 
which would be convenient if the 
Fed decides to spice up inflation to a 
degree they desire (if ever).

4. The commercial banks should be 
seething in anger, but there’s nothing 
much they can do. They don´t choose 
how much reserve they hold; the 
Fed does that by making that reserve 
exist in the first place. 

The Fed had this “brilliant” idea of 
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using the reserves as a linchpin in 
a new style of managing monetary 
policy – by directly calling the 
policy rate they chose, instead of 
manipulating the market until it 
reaches the desired policy target.

There are also other reasons 
why the banks don’t grouch 

about the impounded reserves. 
The QE programs which created 
the reserves, were barely disguised 
efforts to save the US banking 
system from collapse during the 
Great Financial Crisis, so it is not wise 
to bite the administrator’s hand that 
saved you from bankruptcy. 

The reserves can also be used to 
meet capital ratio liabilities that the 
banks have to meet according to 
provisos of the Dodd-Frank banking 
act, and the Basel Accord (I-III) 
provisions of capital on account, and 
other liquidity constraints. 

So the banks are not complaining 
because in a way the IOR is manna 
from heaven, aside from the fact 
that the QE program converted their 
“worthless” debt paper holdings 
into the next best thing to cash – a 
bank reserve. 

Investors of all stripes should also 
celebrate those reserves, though 
impounded, it has impacted asset 
markets in the most positive way – 
and those equity markets are still 
booming -- and will continue to 
boom until those reserves are cut 
down to a significant degree.
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