Is the Federal Reserve ‘Printing Money’? 1FDB

A Mechanical Guide to Modern Monetary Policy

The term “money printing” is everywhere. It implies the Fed is creating cash out of thin air, debasing the currency, and
directly fueling inflation. But is this an accurate description of what happens during operations like Quantitative Easing (QE)?

This presentation unpacks the precise mechanics of how the Federal Reserve actually implements monetary
policy. We will explore the distinction between bank reserves and the money you use every day, tracing the flow of funds from
from the Treasury to the Fed's balance sheet, and ultimately, to the real economy.



The Core of the Debate: Two Competing Views

View 1: It’s Functionally
Money Printing

Proponents, like financial analyst Garrett
Baldwin, argue that the term is “structurally
accurate.”

The core idea: “I'm describing the Fed’s
ability to create unlimited digital reserves to
purchase government debt ... and how
Treasury operations affect leverage in the
financial system.”

This view emphasizes the massive scale of

Fed interventions and their potential to fuel
asset inflation and financialization.

View 2: It’s a Misleading
Metaphor

* This perspective argues that equating
reserve creation with printing money “risks
misrepresenting the process by which
money is created in a modern banking
system.”

* The core idea: To truly understand the
impact, one must distinguish between
reserve creation by the Fed and deposit
creation by commercial banks.

The rest of this presentation will deconstruct these views by examining the underlying mechanics.



The Foundational Distinction: Bank Reserves vs. Broad Money

The Interbank System The Real Economy
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* What they are: Digital entries on the Fed's balance sheet. Essentially, they » What they are: The money in your checking or savings account. This is
are deposits that commercial banks hold at the Federal Reserve. what is measured by monetary aggregates like M1 and M2.
* Who can use them: Only commercial banks and other depository institutions. * Who can use them: The public—households and businesses.
* What they are for: Settling payments between banks and meeting regulatory * What they are for: Everyday transactions, purchases, and savings.
reserve requirements. + Key fact: “The vast majority of money in circulation is bank deposits,
* Key fact: “They are not spendable by households or businesses.” (RIA, 2025) not paper notes.” (Bank of England)

The Fed directly creates reserves, not bank deposits. This is the most critical point.



The Actual Mechanism of Quantitative Easing (QE)

QE is not a simple injection of cash. It’s a multi-step asset swap between the government,
commercial banks (Primary Dealers), and the Federal Reserve.

1. Deficit Spending 2. Auction 3. The Fed’s Operation 4. The Payment
L WAt 4
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U.S. Treasury Primary Dealers

The U.S. Treasury issues Primary Dealers (a group of large The Fed steps in and The Fed pays for these
bonds to fund government banks and financial institutions) conducts Open Market securities “not with cash or

spending that exceeds tax are required to purchase this Operations, purchasing printed money, but by
revenue. newly issued debt at auction. these Treasury securities crediting the selling bank’s

The Treasury now has cash to from the Primary Dealers. reserve account at the
spend, and the banks hold Federal Reserve.” (RIA, 2025)

Treasury bonds as assets.

The End Result: The commercial bank has simply swapped one asset (a Treasury bond) for another (digital reserves).



The Accounting Proof: An Asset Swap, Not a Printing Press

Looking at the balance sheets of the participants makes the nature of the transaction clear.

Commercial Bank Balance Sheet

Federal Reserve Balance Sheet

Assets Liabilities Assets Liabilities
Securities (e.g., Securities (e.g., Reserve Balances
Treasury Bonds): Treasury Bonds): (owed to bank):

- $100M } + $100M + $100M
Reserve Balances at

Fed:

+ $100M

Outcome: “The bank now holds more reserves
and fewer securities, but there is zero change to
its overall asset level.” (RIA, 2025)

Outcome: The Fed’s balance sheet expands. The
newly created reserves are a liability for the Fed,
matched by the new asset it holds.

No spendable money for the public has been created in this transaction.
The bank has simply changed the composition of its assets.



So, How Is Spendable Money Actually Created?

If the Fed’s QE operations create reserves, not spendable money, where do the deposits in our bank accounts
come from? The answer is commercial bank lending.

Commercial Bank Creates a Loan

Assets Side (Left) Liabilities Side (Right)

+ $500k Loan + $500k Deposit
(New Asset) (New Liability)

The “Loans Create Deposits” Mechanism
As the Bank of England explains, “When a bank makes a loan, it...credits the borrower’s account with a bank deposit of the
size of the loan.” This process is the primary driver of broad money supply growth.

1. Abank approves a loan for a borrower (e.g., a mortgage or business loan).
2. Itcreates a new asset on its balance sheet: the loan itself.
3. Itsimultaneously creates a new liability: a deposit in the borrower’s account of the same amount.

This newly created deposit is spendable money and increases the money supply (M2).
The RIA article summarizes it bluntly: “ALL Money is LENT into existence.”



The Role of Reserves: Ample Liquidity, Not a Direct Cause of Lending

A common myth is that banks take their reserves and ‘lend them out.’ This is incorrect. The actual relationship is more nuanced.

Reserves do not directly cause loan creation.

+ Banks do not, and cannot, lend out their reserves to the public. Derai
* Lending decisions are based on: & Credit
* Borrower creditworthiness and demand
* Regulatory capital requirements
+ Profitability of the loan

So what is the role of the massive increase in
reserves from QE?

Provides Liquidity: A system with ample reserves (‘abundant reserves’)
ensures banks can always meet their payment obligations to other banks
without stress.

Enables Lending: By reducing funding stress and ensuring the payment Reserves
system is stable, abundant reserves make banks more comfortable extending (Liquidity)
credit, but it does not force them to.

Elastic Supply: The central bank supplies reserves ‘elastically’ to support the
payments system. They are a consequence of supporting the lending process,
not a constraint on it.

Think of reserves as the lubricant for the financial system’s plumbing;
they ensure everything flows smoothly but aren’t the water itself.



A Different World: How Policy Worked Before 2008

Prior to the 2008 financial crisis, the Federal Reserve operated in a “scarce reserves” environment. The primary tool of monetary
policy was precisely targeting the federal funds rate—the interest rate at which banks lend reserves to each other overnight.

The Traditional Operating Framework:

Objective: The FOMC would set a target for the federal
funds rate (e.g., “an average of around 2 percent”).

Mechanism: The Fed's trading desk (at the FRBNY)
would estimate the banking system’s daily demand for a
small amount of required reserves.

Operations: It would then use small, temporary Open

Viarket Operations (repos and reverse repos) to add or
drain just enough reserves to meet that demand at the
target interest rate.

Effect: This kept the supply of reserves scarce, ensuring
banks had to trade with each other in the federal funds
market, keeping the rate near the Fed’s target.

Federal Funds Rate

Federal Funds Market: Pre-2008 Framework

Supply

Target
Rate

Demand

Quantity of Reserve Balances



The Pre-Crisis Balance Sheet: A Portrait of Scarcity

Federal Reserve Balance Sheet (August 2007, in billions)

Source: Board of Governors H.4.1,

Assets Liabilities via FRBNY Presentation (2010)

Treasury Securities $791 | Bank Reserves $]_5
Repurchase Agreements $19 | Federal Reserve Notes $777
Discount Window Loans $0 | Treasury Deposits $5
Other Assets $59 | Other Liabilities & Capital $72
Total Assets $869 | Total Liabilities & Capital $869

The critical number here is $15 billion in bank reserves. In an economy of over $14 trillion, the

entire banking system operated on a razor-thin margin of reserves, making the federal funds rate
highhighly sensitive to small adjustments by the Fed.



The 2008 Crisis and the Shift to an Abundant-Reserves System

The 2008 financial crisis broke the traditional operating model. The Fed responded with unprecedented
actions that fundamentally reshaped its balance sheet and the implementation of monetary policy.

The New Environment (Post-December 2008):

1. Zero Lower Bound: The target federal funds rate was lowered to its “effective lower bound” of 0 to
0.25%. Traditional rate-cutting was exhausted.

2. Credit & Liquidity Facilities: The Fed launched a host of new programs (TAF, PDCF, TALF, etc.) to
direct credit to specific, stressed financial markets.

3. Large-Scale Asset Purchases (QE): The Fed began to “expand [its] balance sheet” by purchasing
massive quantities of Treasury securities and Agency Mortgage-Backed Securities (MBS).

The objective was no longer to make small adjustments to a scarce supply of reserves. The new focus
was to “support the functioning of financial markets and stimulate the economy through measures
that sustain the size of the Federal Reserve’s balance sheet at a high level.” (FRBNY, 2010)




The Post-Crisis Balance Sheet: An Ocean of Reserves
By early 2010, the effect of the Fed’s new policies was clear. The balance sheet had been completely

transformed.
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Source: Board of Governors H.4.1, via FRBNY Presentation (2010)

$2,239B

Total Assets

Federal Reserve Balance Sheet Comparison (in billions)
M Aug 2007 M Jan 2010

$1,025B

$15B

Bank Reserves

The Transformation in
Numbers:

» Total Assets: Grew from
$869B to $2.2 Trillion

» Bank Reserves: Exploded
from $15B to $1.025 Trillion
(a ~6,700% increase)

The system was no longer one of scarce reserves. It was now flooded with them.



If This Was “Money Printing,” Where Was the Inflation?

The explosion in the Fed’s balance sheet after 2008 provides a real-world test of the “money printing causes inflation” theory.
The results were not what the theory predicted.

Fed Total Assets (in Trillions USD)

Fed Balance Sheet vs. Consumer Inflation (2008-2020)
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As the RIA article notes:

-2%

> “Between 2008 and 2020, the Federal Reserve expanded its balance sheet by trillions of dollars, dramatically increasing reserves. Yet, broad money growth

remained moderate and consumer price inflation stayed below the Fed's 2% target for much of that time.”

This decade-long period shows that expanding reserves through QE does not automatically translate into high consumer price inflation. The link is not
direct. While QE can influence asset prices, its effect on the prices of goods and services is far more complex and indirect, depending heavily on banking
behavior and economic demand.



The Real Inflation Driver: Fiscal Stimulus Meets Supply Shocks

If QE didn’t drive the post-2020 inflation surge, what did? The cause was a fundamentally different type of
operation: direct fiscal stimulus combined with unprecedented supply constraints.

Quantitative Easing (QE) COVID-era Fiscal Stimulus

- Banking System & Real Economy «
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Fed Commercial Bank US Treasury Households and Businesses
An asset swap. The Fed creates reserves and gives them to banks Direct payments. The Treasury sent checks and direct deposits
in exchange for bonds. The money stays within the banking system. (spendable money) to households and businesses.

—ﬁdirect, affects bank liquidity } A Ll)irect, affects public spending ]—‘

The RIA article explains the outcome:

> “Only when the Government sent checks directly to households (increasing demand) while shuttering the economy (reducing supply)
did inflation become a temporary problem.”

This was not the Fed ‘printing money’ and giving it away; it was government fiscal policy creating new deposits in the public’s bank
accounts at a time when the economy’s ability to produce goods and services was impaired.



The Deep Mechanics: Reserve Accounting from 1986

The mechanics of how the Fed creates reserves through asset purchases are not new. A 1986 paper from the Federal
Reserve Bank of Kansas City laid out the precise accounting using T-accounts. The principles remain the same today.

Example: An Qutright Purchase of Securities

Federal Reserve Depository Institutions Public
Assets Liabilities Assets Liabilities Assets Liabilities
Securities Reserves Reserves Demand Demand
deposits deposits
Securities

*Source: Adapted from Table 2, “Open Market Techniques,” FRB of Kansas City, 1986

The transaction chain:

1. The Public’s assets change form: they swap a security for a bank deposit.
2. The Depository Institution gains a deposit liability to the public and a matching reserve asset at the Fed.
3. The Federal Reserve gains a security asset and a matching reserve liability.

This confirms the core principle: Fed open market purchases are an asset swap that creates both reserves and a
corresponding deposit, changing the composition, not necessarily the net worth, of the private sector’s financial assets.



The Verdict: ‘Asset Swap’ is a Better Metaphor than ‘Money Printing’

Returning to our original question, it’s clear that ‘money printing’ is a powerful but ultimately misleading
metaphor for the Fed’s actions. Quantitative Easing is not about creating spendable cash; it’s a sophisticated asset
swap designed to alter conditions in financial markets.

1. The Fed Creates Reserves,
Not Deposits:
The Fed’s QE operations create

digital bank reserves, which are not

spendable by the public.

3. QE is an Asset Swap:

It changes the composition of a
bank’s assets—swapping bonds for
reserves—to provide liquidity and

encourage lending by lowering long-term
interest rates. It is not a “helicopter

drop” of money.

=
S

Asset Swap

2. Loans Create Deposits:
The vast majority of spendable
money (the M2 money supply) is
created when commercial banks
make loans.

4, Fiscal Policy Creates
Spendable Money:

Direct government spending is
what creates new deposits for
households and businesses,
directly impacting demand in the
real economy.

Understanding these mechanics is the foundation for a more accurate analysis of inflation, liquidity, and monetary

policy in the 21st century.
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