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Abstract. This empirical study investigates the implications of the substantial size of central banks’
balance sheets and the potential risks of their gradual normalization. Following the global financial
crisis of 2008, central banks worldwide implemented unprecedented monetary stimulus measures, in-
cluding large-scale asset purchases and unconventional policy tools like quantitative easing (QE). As a
result, central bank balance sheets expanded significantly, reaching historically unprecedented levels
in size and composition. While these measures played a crucial role in stabilizing financial markets and
supporting economic recovery, concerns have arisen regarding the eventual reduction of these bal-
ance sheets and the possibility of disruptive market dynamics. This research examines the challenges
and risks of normalizing central bank balance sheets. Furthermore, it explores the potential occurrence
of “hard landing” scenarios, where sudden reductions in balance sheets could trigger financial market
turmoil and economic downturns. By analyzing historical precedents and theoretical frameworks, this
paper offers valuable insights into the intricate relationship between central bank balance sheets and
the dynamics of financial markets. It provides policymakers and market participants with valuable
perspectives on navigating the path toward monetary policy normalization.
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INTRODUCTION

The aftermath of the 2008 financial crisis
witnessed central banks across the globe im-
plementing unprecedented monetary policy
measures to revive struggling economies. These
measures included large-scale asset purchases
and quantitative easing (QE), which substantially
expanded central bank balance sheets. Although
this expansion played a crucial role in stabiliz-
ing financial markets and stimulating economic
recovery, it has also raised concerns regarding
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the potential risks associated with the eventual
normalization of these excessively large balance
sheets. As central banks now contemplate the
gradual unwinding of their unconventional poli-
cies, the possibility of a “hard landing” becomes
a significant concern. This introduction estab-
lishes the context for examining the implications
of central banks’ oversized balance sheets and
the potential risks they entail. This complex and
urgent issue can be better understood and an-
alyzed by drawing on historical precedents and
theoretical frameworks.
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ACADEMIC CONCEPTS AND SIMPLE REALITY

Before the 2008 financial collapse, the com-
bination of lenient monetary policies and the
widespread use of financial derivatives created
a deceptive perception of continuous economic
growth. This interdependent relationship between
these two factors resulted in a misleading illusion
of stability and prosperity, concealing the under-
lying vulnerabilities within the financial system.

The central banks’ implementation of easy
money policies, which involved lowering interest
rates to stimulate borrowing, spending, and in-
vestment, aimed to foster economic expansion.
However, these policies had unforeseen conse-
quences. The availability of cheap credit sparked
a borrowing frenzy, as individuals and institutions
accumulated substantial debt, assuming they
could easily repay it due to the low interest rates.
Nevertheless, nothing can endure indefinitely, es-
pecially events that are artificially stimulated.

In reality, the economy lacks the extraordi-
nary capacity to absorb and transform such a
vast amount of credit into real economic growth,
particularly when there is insufficient savings to
support consumer demand. To conceal this real-
ity, the financial market has constructed a false
perception of prosperity by excessively relying on
financial derivatives. Financial derivatives, such as
mortgage-backed securities (MBS) and collateral-
ized debt obligations (CDOs), have long been re-
garded as sophisticated instruments whose value
is derived from underlying assets or indices. While
initially designed to manage risk, their intricate
structure and lack of transparency often gave in-
vestors a false sense of security. These derivatives
were bundled and traded as stable, secure assets,

leading to the perception that they were low-risk
investments (See Table #1). However, the complex-
ity of these financial instruments and the utiliza-
tion of subprime mortgages and other unreliable
debts as underlying assets masked the inherent
risks. This complexity and flawed risk assessment
contributed to the eventual downfall (See Table 1).

Applying derivative instruments in the finan-
cial market can create a perception of econom-
ic growth that exceeds that of the real economy.
However, it is crucial to recognize that finance
serves as a means to efficiently allocate resourc-
es for the real economy rather than acting as the
primary source of economic expansion. Finance
plays a vital role in facilitating the effectiveness of
the real economy and deserves a just portion of
economic growth for its invaluable services. The
eventual collision between this illusion and reali-
ty was simply a matter of time.

The financial crisis of 2007-2009 was the culmi-
nation of a credit crunch that began in the summer
of 2006 and continued into 2007. Most agree that
the crisis had its roots in the U.S. housing mar-
ket, although I will later also discuss some factors
that contributed to the housing price bubble that
burst during the crisis. The first prominent signs
of problems arrived in early 2007 when Freddie
Mac announced that it would no longer purchase
high-risk mortgages, and New Century Financial
Corporation, a leading mortgage lender to risky
borrowers, filed for bankruptcy. (Thakor, 2015) [2].

The accessibility of low-cost credit has signifi-
cantly impacted the market, leading to a surge
in the development and exchange of intricate fi-
nancial derivatives. Driven by the allure of high
returns, this phenomenon has fueled unprece-
dented borrowing and speculation. Unfortunately,

TABLE 1. FINANCIAL DERIVATIVES IN THE WORLD (MILLION USD)

Financial derivatives in the world, $ milion

Open positions In nominal

Market
1990 2004 2007
Stock trading 2290.4 46 592.1 80 575.9
Overseas trade 3450.3 181 132.0 596 004.0
Total 5740.7 227 724.1 676 579.9

Source: (Khidasheli & Chikladze, 2019) [1].
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FIGURE 1. CENTRAL BANKS' BALANCE SHEET (% OF GDP)

—— Eurosystem
- = = Eurosystem (only mon. pol. assets)
Federal Reserve System
Bank of Japan
Bank of England

140
120
100
80
60
40
20
0

—

2007 2010 2013

Source: (Wyplosz, 2023) [4].

this self-perpetuating cycle has obscured the true
economic reality, as those involved in the finan-
cial realm have become increasingly disconnect-
ed from the authentic fundamentals. Ultimately,
the 2008 financial crisis could serve as a sobering
wake-up call to the fragility of this facade. When
the housing market experienced a sharp decline
and the true risks associated with financial de-
rivatives were revealed, the intricate network of
unsustainable debt and distorted asset values un-
ravelled, ultimately causing a widespread finan-
cial breakdown.

The 2007-08 credit crunch has been far more
complex than earlier crunches because financial
innovation has allowed new ways of packaging
and reselling assets. It is intertwined with the
growth of the subprime mortgage market in the
United States—which offered nonstandard mort-
gages to individuals with nonstandard income or
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credit profiles—but it is a crisis that occurred be-
cause of the mispricing of the risk of these prod-
ucts. New assets were developed based on sub-
prime and other mortgages, which were then sold
to investors in the form of repackaged debt secu-
rities of increasing sophistication. These received
high ratings and were considered safe; they also
provided good returns compared with more con-
ventional asset classes. However, they were not as
safe as the ratings suggested because their value
was closely tied to movements in house prices.
(Mizen, 2008) [3].

The phenomenon of evolution emerges from
introspecting on previous mistakes, but in fi-
nance, it manifests distinctively. In the after-
math of the 2008 financial debacle, artificially
low interest rates were introduced to address
issues fundamentally triggered by the same fac-
tor. Furthermore, conventional academic theo-
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ries were contrived solely to rationalize the no-
tion that the root cause of the crisis would also
function as its “cure”.

ANOTHER ACADEMIC CONCEPT AND THE
SAME REALITY

The extensive discourse and scrutiny of
non-traditional monetary strategies have drawn
focus to the contentious notion of money printing
as a method to foster economic expansion. Never-
theless, a prevalent misunderstanding regarding
these measures is that they bear no consequenc-
es for inflation, coupled with the assumption that
accomplishing a smooth and effective transition
is effortless.

Printing money, often carried out through im-
plementing quantitative easing (QE), involves cen-
tral banks injecting significant amounts of money
into the financial system to boost economic ac-
tivity. While this strategy may result in a tempo-
rary boost, assuming that these measures can be
maintained indefinitely without triggering infla-
tionary pressures is flawed (See Figure 1).

On 1 March, the ECB started quantitative tight-
ening (QT) after eight years of balance sheet ex-
pansion. At the peak in 2022, the Euro system held
monetary policy assets corresponding to around
56% of the euro area GDP. This was substantial

both from a historical perspective and an interna-
tional comparison. The first wave of balance sheet
expansion was a response to the low-inflation en-
vironment prevailing in the aftermath of the euro
area sovereign debt crisis. Between 2014 and 2016,
headline inflation ran persistently below our tar-
get of 2%, averaging just 0.3%. (Schnabel, 2023) [5].

Infusing significant liquidity into the economy
via non-traditional monetary measures entails
the potential hazard of inflation. Although the im-
mediate effect on consumer prices may not be im-
mediately discernible, the surplus money supply
can generate inflationary strains gradually. The
notion of a costless strategy of printing money for
economic advancement overlooks the fundamen-
tal economic principle that continuous monetary
expansion without proportional augmentations in
actual economic production can undermine the
worth of a currency (See Figure 2).

By late 2014, the monetary base had topped
USS$4 trillion. But where was the inflation? It didn’t
happen because people weren't borrowing, and/
or the banks weren’t lending. U.S. bank excess re-
serves held on deposit at the Fed had historically
been an even more quaint USS2 billion or less, but
after 2008, they put the flood of cash on deposit
at the Fed, accumulating USS$2.6 trillion in excess
reserves by late 2014. This resulted in a declining
velocity of circulation, which neutralized the effect
of the monetary expansion. (McKitrick, 2022) [7].

FIGURE 2. HICP ANNUAL AVERAGE INFLATION RATES (2013-2022)
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62

2018 2019 2020 2021 2022

SQModTNBSBNY ©S 6NBBILN #17, 2024




THE LIVE ISSUES OF THEORY AND PRACTICE IN FINANCE IN THE CONDITIONS OF GLOBALIZATION

INFLATION SNOWBALL

In 2008, Queen Elizabeth II famously asked
the London School of Economics (LSE) professors
about the global financial crisis: “Why did no one
see it coming?” If Charles Il were following in the
footsteps of his late mother, he would surely ask
a similar question today, but about high inflation.
This question is more compelling for two reasons.
First, before the recent inflation spike to levels not
seen in 40 years, many central banks in advanced
economies were overwhelmingly concerned about
low inflation. Second, they confidently contended
that inflation was transitory and failed to restrain
it even as prices rose rapidly (Shirakawa, 2023) [8].

The global financial crisis profoundly impacted
the world’s markets, resulting in a severe financial
crunch characterized by heightened uncertainty
and a reluctance among investors to take risks.
In response to this crisis, central banks, partic-
ularly the Federal Reserve, implemented uncon-
ventional monetary policies such as quantitative
easing (QE). One of the main goals of QE was to
address the financial crunch by injecting liquidity
into the financial system. This injection of liquidity
aimed to stabilize the financial markets, restore
confidence, and prevent a collapse of the entire
system. As a result of increased uncertainty and a
desire for safety, investors turned to traditionally
safer assets, such as government bonds. Through
QE, central banks actively purchased these gov-
ernment bonds and other financial assets, leading
to a surge in demand for these safe-haven assets.
The heightened demand for safe assets, in turn,
led to lower yields on government bonds.

The lower yields on government bonds had a
cascading effect on the wider economy. It influ-
enced interest rates across the financial spectrum,
including borrowing costs for businesses and con-
sumers. The cost of borrowing remained relatively
low, which encouraged investment and spending.
Furthermore, the financial crunch and the flight
to safety influenced the behaviour of both con-
sumers and businesses. In the face of economic
uncertainties, households prioritised saving over
spending, while businesses adopted a cautious
approach and delayed investment decisions. This
environment of subdued demand further mitigat-
ed inflationary pressures.
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Moreover, the preference for holding liquid and
secure assets, driven by seeking safety, contribut-
ed to a lower velocity of money—the rate at which
money circulates in the economy. When money
circulates slowly, it has a dampening effect on
overall demand and, subsequently, on inflation.
However, implementing non-traditional monetary
measures, such as the extensive purchase of as-
sets and the maintenance of low interest rates,
started to have noticeable effects on the econo-
my. As confidence was restored and economic ac-
tivities gained momentum, the surplus liquidity
injected into the financial system began circulat-
ing faster. This accelerated velocity of money and
a stronger demand for goods and services created
favourable conditions for the emergence of infla-
tionary pressures.

Various factors converged to contribute to infla-
tion in the later stages of unconventional monetary
policy. Businesses, buoyed by a more positive out-
look, increased their investments, while consumers
became more inclined to spend. The combination
of heightened demand and a swifter money circu-
lation gradually pushed prices upwards.

The faith and notions about “too big to fail” or
“anticyclical monetary policy” were merely wrong,
and it is an empirical fact, but the truth is that
both cases were predictable. Before 2008, the fi-
nancial derivative market created an illusion that
finances were separated from the real economy
and existed separately. After 2008, the same circus
continued in different formulations about mone-
tary policy’s ability to eliminate recession and the
outcomes of the financial crisis. Figuratively, the
plot is the next: “For filling the hole, we have to dig
dipper”. Therefore, we have Conventional results
of unconventional monetary policy: central banks’
balance sheets are unprecedentedly high, credit
markets are overheated, prices are skyrocketing,
and economic growth is slowing down globally.
The same picture that we had in 2008, but now it
is bigger. (Khidasheli, 2022) [9].

“SOFT LANDING” DILEMMA
After experiencing those peaceful times, when

central bank independence came to be widely
accepted, central banks started to deploy uncon-
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FIGURE 3. THE EFFECTIVE FEDERAL FUNDS RATE, 1960-2021
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Source: (St. Louis Fed Economic Data, 2024) [10].

ventional monetary policies. There was a some-
what naive assumption that the policy could be
unwound easily enough when necessary. Unfortu-
nately, the world has changed. The environment
that fostered benign supply-side factors is under
attack from many directions: heightened geopolit-
ical risk, rising populism, and the pandemic have
disrupted global supply chains. Central banks now
face a trade-off between inflation and employment,
making unwinding challenging (Shirakawa, 2023).

The prolonged implementation of non-tra-
ditional monetary measures led to inflationary
pressures and posed a significant risk of exces-
sive reliance on the financial sector and the over-
all economy on the “mighty” central banks. This
form of dependence deviates from the principles
of capitalism and market orientation, resulting in
severe price distortion effects that contribute to
the inefficient allocation of resources and the de-
tachment of the financial system from its intend-
ed role as an efficient allocator of resources (See
Figure 3).

Now, in an environment that compels central
banks to raise rates to combat inflation, their goals
of inflation stability and financial stability conflict.
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The reliance of the private sector, especially the
capital markets, on central bank liquidity has led
to financial dominance, in which concerns about
financial stability restrict monetary policy. In such
an environment, monetary tightening could wreak
havoc on the financial sector and further render
the economy vulnerable to even small disturbanc-
es. The extent of financial dominance depends on
whether private banks are sufficiently capitalized
to withstand losses and on the smoothness of pri-
vate bankruptcy proceedings. A well-functioning
insolvency law would insulate the system from
spillover effects from the failure of an individual
institution and make it less likely that a central
bank would feel compelled to bail it out. These
issues make it difficult for central banks to bring
down inflation without causing a recession—and
somewhat undermine their de facto indepen-
dence. (Rajan, 2023) [11].

The above-mentioned academic perspectives
revolve around the predicament central banks
face in determining their rightful position and
role. The extended efforts to “facilitate” stability
within the financial sector yield conflicting out-
comes concerning the allocation of resources, the
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FIGURE 4. SHARE OF US NATION’S WEALTH NET WORTH BY SOCIAL GROUPS
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influence of market forces, and the disparity in
wealth distribution (See Figure 4).

Yet stopping the postmortem at this point is
probably overly generous to central banks. After
all, their past actions reduced their room to ma-
noeuvre, not only for the outlined reasons. Take
the emergence of fiscal dominance (whereby the
central bank acts to accommodate the govern-
ment’s fiscal spending) and financial dominance
(whereby the central bank acquiesces to market
imperatives). They are not unrelated to central
bank actions of the past few years. (Rajan, 2023).

The emphasis on acquiring assets and main-
taining low interest rates tends to inflate the
values of financial assets, thereby favouring in-
dividuals with substantial holdings. Those with
greater wealth, often characterized by significant
investments in stocks and real estate, witness
a disproportionate increase in their overall net
worth. Consequently, this exacerbates the existing
wealth disparity as the affluent segment benefits
more prominently from the surge in asset prices.

Conversely, the impact of interest rates affects
savers and borrowers in contrasting ways. While
borrowers may relish the advantage of reduced
interest payments, individuals who rely on inter-
est income, such as retirees, may experience a
decline in their earnings. This disparity in income
distribution particularly affects those with fixed
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incomes who heavily rely on interest returns for
their sustenance, thereby contributing to income
inequality (See Figure 4).

In a free-market economy, where there is no
fractional reserve banking practice, the source of
credit resources is savings, temporarily free mon-
ey funds, which, through the banks as the medi-
ators, flow from the savings holders to business
operators in the form of loans. The existence of
savings is, on the one hand, the means for ob-
taining credit resources for business, and on the
other hand, the indicator of the existence of ad-
ditional demand, which should provide support
for economic growth, as well as the application
of the additional issue. Everything changes in the
conditions of a fractional reserve system when the
source of the loan is not real savings but a mone-
tary multiplier (Khidasheli & Chikladze, 2019).

The protracted implementation of non-tradi-
tional monetary policies presents obstacles that
limit the scope for achieving a smooth econom-
ic transition. Although these policies initially aim
to stimulate economic activity and alleviate the
effects of financial crises, their prolonged usage
may give rise to complexities that impede a seam-
less shift toward a more sustainable economic en-
vironment.

The continuation of extremely low interest rates
can contribute to the accumulation of financial im-
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balances. In a low-rate setting, investors, in search
of higher returns, may engage in riskier behaviours,
leading to inflated asset prices. When these imbal-
ances eventually occur, correction can be sudden
and disruptive, making it challenging to orchestrate
a gentle economic landing (See Table 2).

The Fed cannot default or go bankrupt be-
cause it can always create reserves to cover its
losses. Most of the time, the Fed'’s earnings on its
balance sheet are positive, and it remits any prof-
its above its operating costs back to the Treasury.
In the case of a loss, the Fed would halt its remit-
tances to the Treasury until it had offset its losses
with subsequent profit. (Sablik, 2022) [14].

The heavy reliance on non-traditional mea-
sures, such as quantitative easing, may distort
market mechanisms. Markets become accustomed
to interventions by central banks, creating a depen-
dency that, when unwound, can result in height-
ened uncertainty and turbulence in the market.
This challenges the central bank’s ability to engi-
neer a gradual and controlled economic transition.

CONCLUSIONS

The 2008 financial crisis profoundly impacted the
global economy, revealing the inherent vulnerabili-
ties present in fractional reserve banking. This prac-
tice, which allows banks to create money through
lending based on only a fraction of reserves, proved
fragile and susceptible to collapse during economic

downturns. Despite this realization, there has been a
lack of meaningful reform to address the fundamen-
tal flaws in the system’s operation.

Instead of tackling the underlying structural
deficiencies, the response to the crisis primari-
ly focused on short-term stabilization measures.
Central bank intervention and accommodative
monetary policies were relied upon as quick fixes
to stimulate economic growth. However, these
policies have only exacerbated the vulnerabilities
within the system. They have encouraged exces-
sive risk-taking and speculative behaviour, lead-
ing to the inflation of asset bubbles and widening
wealth inequality.

Furthermore, the failure to address the struc-
tural issues within the financial system has left us
vulnerable to future crises. The proliferation of
complex financial products, opaque derivatives
markets, and interconnectedness among finan-
cial institutions continue to pose significant risks.
Comprehensive reform is necessary to ensure the
stability and resilience of the financial system.

Printing money is not an effective solution as
it fails to generate or sustain prosperity. In addi-
tion, it disrupts the price function and results in
the misallocation of resources. Fiat money, in and
of itself, cannot be consumed nor directly utilized
as a producer’'s good in the productive process.
It is essentially unproductive, serving as dead-
stock that yields no tangible output. According to
Say, commodities are ultimately paid for not with
money but with other commodities. Money simply

TABLE 2. THE ELEVEN MONETARY POLICY TIGHTENING SINCE 1965

Total basts points

Inflation two

Dates (effective rate) years later Landing hard or soft?
1 Sept. 1965-Nov. 1966 174 Higher Quite soft—but was it a landing?
2 July 1967-Aug. 1969 540 Lower Softish
3 Feb. 1972-July 1974 962 Higher Hard
4 Jan. 1977-Apr. 1980 1,300 Lower Hard
5 July 1980—]Jan. 1981 1,005 Lower Hard
6  Feb. 1983-Aug. 1984 313 Lower Very soft—but was it a landing?
7 Mar. 1988-Apr. 1989 326 Higher Likely would have been a soft landing
8  Dec. 1993-Apr. 1995 309 Lower Soft
9  Jan. 1999-July 2000 191 Same Softish
10 May 2004—]July 2006 424 Higher Hard—but not due to Fed
11 Now. 2015-Jan. 2019 228 Lower Hard—but not due to Fed

Source: (Blinder, 2023) [13].
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serves as a commonly accepted medium of ex-
change, playing a role solely as an intermediary.
Ultimately, sellers aim to receive other commodi-
ties in exchange for the goods they sell.

The policiesinitially intended to tackle the fun-
damental reasons behind the 2008 financial cri-
sis inadvertently prolonged the cycle of financial
instability and worsened the inherent structural
weaknesses of the global economy. Unconven-
tional monetary measures, such as money print-

ing and aggressive asset acquisitions, may have
offered temporary respite, but they ultimately fell
short of addressing the underlying problems as-
sociated with the fractional reserve system. Going
forward, policymakers need to acknowledge the
constraints of such approaches and shift their at-
tention toward implementing sustainable reforms
that foster financial stability, accountability, and
long-term economic resilience.
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