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Lara-Murphy Report

In thinking about our movement— building of the 10%— every Practitioner of the Infinite Banking 
Concept  (IBC) should ask themselves this important question. 

“Why do people, in all times and in all places obey the government?”

This question when examined carefully is both puzzling and appalling. Especially since the government 
constitutes such a very small minority of the population, yet we willingly give our general consent and allow 
them to continue their despotism.

This single axiom if fully understood can allow us to share our ideas with conviction.

In 1553 Etienne De La Boetie, a young French law student and member of the ruling class, asked this 
intuitive question and then proceeded to answer it. In doing so he delved deeply into the nature of tyranny 
and into the nature of state rule itself.

“Part I— The fundamental political question is why do people obey the government. The answer is that they tend to 
enslave themselves, to let themselves be governed by tyrants. Freedom from servitude comes not from violent action, 
but from the refusal to serve. Tyrants fall when the people withdraw their support.

Part II—Liberty is the natural condition of the people. Servitude, however, is fostered when people are raised in 
subjection. People are trained to adore rulers. While freedom is forgotten by many there are always some who will 
never submit.

Part III—If things are to change, one must realize the extent to which the foundation of tyranny lies in the vast 
networks of corrupted people with an interest in maintaining tyranny.

Hopefully all those who have read our book, How Privatized Banking Really Works and Nelson Nash’s book, 
Becoming Your Own Banker, realize that privatized banking is about secession from the existing order. This 
message naturally appeals to all those that will never submit to tyranny—the remnant.

To win this war of ideas we must form our own network from this special class of people and build the 10%. 
Through our process of educating the public to the truth our efforts will not return to us void.

Yours truly,
Carlos and Bob

“It is the masses that determine the course of history, but its initial
movement must start with the individual.”

— How Privatized Banking Really Works
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RECENT DEVELOPMENTS THAT MAY BE OF INTEREST TO READERS OF THE LARA-MURPHY REPORT…

PULSE ON THE MARKET
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Pulse on the Market

GROUP LOBBIES FOR WOMAN ON THE $20
An interesting story on NPR (available at: http://www.npr.org/blogs/
itsallpolitics/2015/03/20/394334571/its-all-about-the-benjamins-
and-jacksons-but-what-about-the-women) discusses the group, 
“Women on 20s” to replace Andrew Jackson’s mug with a female 
alternative. We were fascinated to hear that the spokeswoman of the 
group, Susan Ades Stone, explain why Jackson was the ideal person to 
swap out: “Ades Stone says the seventh president has a “checkered legacy,” 
including driving Native Americans out of the southeast. And, she says, 
Jackson didn’t even like paper money. “He happened to have been a fierce 
opponent of the central bank and of paper money. He believed that gold and 
silver coin was the only legitimate money.”

Exactly! As we discuss in great detail in our book, How Privatized 
Banking Really Works, Andrew Jackson—though responsible for the 
ghastly “Trail of Tears” relocation of American Indians—was able to 
defeat the Second Bank of the United States. He stood up to the 
central bank of his day and won. More women, and men, should be 
worried about our paper money than whose picture is on it.

Defacing the  $20

FED EARNS $101 BILLION IN 2014
When you can buy bonds by making entries in a computer, it’s easy 
to earn a lot of interest income. The Federal Reserve ended 2014 with 
almost $4.5 trillion in total assets. During the year, it booked net 
income of $101 billion, of which it sent $97 billion to the Treasury as 
a remittance—a record.

This whole operation shows just how naïve it is when people today 
boast of the Fed’s “independence” and claim that the central bankers 
set monetary policy only with the general public in mind, and not 

Yellen ’s  Profitable  Year
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because of fiscal considerations. To the extent that the massive deficits 
of the last several years have gone hand-in-hand with the expansion 
of the Fed’s balance sheet, the “out of pocket” interest expense to the 
government is much lower than it otherwise would have been. It’s 
akin to a kid borrowing money from his parents and paying them back 
with interest, yet knowing full well that their Christmas present to 
him will be higher, according to how much interest he has paid them. 
That would no longer be a bona fide loan.

We must also remember that if interest rates rise and the Fed’s assets 
plunge in value, it’s not clear whether the Fed would continue to remit 
its excess cashflow to the Treasury, or would instead use the incoming 
interest to plug the hole of its capital loss. In any event, if the Fed has 
to pay more “interest on reserves” to keep the commercial banks from 
making new loans, this will reduce the remittances to the Treasury 
and effectively make the taxpayers cover the shortfall.

REGULATORS REJECT REORGANIZATION GAMEPLAN 
FOR MAJOR BANKS
On March 23 regulators rejected the “living wills” of three major banks 
(BNP Pariabas, Royal Bank of Scotland, and HSBC). The 2010 Dodd-
Frank Act among other things requires large financial institutions to 
produce extensive documentation of their business models so that, in 
the event of a failure, outsiders could come in an unwind the institution 
in an orderly fashion. Rob Johnson, president of the Institute of New 
Economic Thinking, had an interesting reaction to the news, arguing 
that it was intentional. The whole point of the “living will” is to avoid 
the need for a bailout in the future. Yet because the major banks want to 
be bailed out if things fall apart, Johnson argues that they deliberately 
make their “living wills” vague and inadequate to the task.

Bank s ’  Dead L iv ing Wills
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NO PEACE WITHOUT FREEDOM
Indiana’s Religious Freedom Restoration Act (RFRA) has of course 
divided Americans because of its connection with the broader issue of 
gay marriage. Even among self-described libertarians, there is dispute. 
Some libertarians (especially those with a religious and/or socially 
conservative bent) think the state authorities should have nothing 
to do with marriage, period, and thus view the various initiatives for 
same-sex marriage as political intrusion into voluntary affairs. Other 
libertarians (especially those with an agnostic and/or socially liberal 
bent) think that denying same-sex marriage licenses is a violation of 
the rule of law and akin to having public schools or libraries but only 
for heterosexuals. In a financial newsletter such as the LMR, we wish 
to make the modest point that the only reason this issue is so explosive 
is that the State has so much power over our lives. For example, because 
of the punitive tax code, the bureaucratic nightmare of our health 
insurance system, the horror stories coming from the child “services” 
agencies, and the suite of rules prohibiting owners from running their 
businesses as they see fit, it becomes very significant for government 
officials to make a decision one way or the other on which people 
it will recognize as “legally married.” In a world of a much smaller 
government limited to the protection of property rights, the views 
of politicians on marriage would be as irrelevant as their views on 
literature or soccer.

Propert y  &  M arriage



8 L M R  M A R C H  2 0 1 5

The Fed’s Future
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reCent events show that the u.s. 
stock market is still utterly dependent on 
every syllable uttered by Federal Reserve of-
ficials. In this article I’ll explain where we 
stand with U.S. monetary policy, and how 
investors should plan for the future.

The Fed’s Future

U.S. STOCKS DRIVEN BY THE FED

As the following chart shows, the S&P 500 
has moved in lockstep with the Fed’s balance 
sheet since the inception of so-called quan-
titative easing programs back in 2009:

FIGURE 1
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Thus we see that since 2009, the U.S. stock 
market rose as the Fed expanded its holdings 
of assets, and went sideways when the Fed 
held pat on purchases.

This pattern made some investors nervous 
as the “tapering” set in, during which the 
Fed slowed down its net monthly purchase 
of assets. As it turned out, the Fed totally 
wound down its (informally dubbed) “QE3” 
program in October, 2014. This was supposed 
to mark the end of the Fed’s balance sheet 
expansion, but because of some technical 
mechanics with the various programs, strict-
ly speaking the Fed kept buying additional 
assets through December.  Even so, as the 
close-up view in Figure 2 indicates, in the 
grand scheme the Fed had halted its net pur-
chases by 2015.

So if the Fed is now treading water with its 
balance sheet—merely rolling over bonds as 
they mature—does that mean it no longer 
has an influence on the U.S. stock market?

Not at all. For example, in reaction to Ja-
net Yellen’s remarks on March 18, the Dow 
“jumped over 300 points in a matter of 
minutes.”2 Experts differ on what specifi-
cally about Yellen’s statement made stocks 

The Fed’s Future

FIGURE 2

If the Fed is now treading 
water with its balance sheet—
merely rolling over bonds as 
they mature—does that mean 
it no longer has an influence 
on the U.S. stock market?
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bounce; perhaps it was her statement that an 
April rate hike was “unlikely,” or perhaps it 
was some other nuance that had been up in 
the air until that moment. Yet regardless of 
the specific trigger, there is no doubt that the 
U.S. stock market is still quite dependent on 
Fed policy. We can go further and argue that 
the data still support the notion that U.S. 
stocks are surging because of the “easiness” 
of Fed policy, which means that when the 
Fed eventually tightens, we can expect a re-
action in equities. 

THE FED’S CURRENT STANCE

For the record, here is an excerpt of the 
Fed’s current position as summarized in its 

mid-March announcement:

[T]he Committee today reaffirmed its 
view that the current 0 to 1/4 percent 
target range for the federal funds rate re-
mains appropriate. In determining how 
long to maintain this target range, the 
Committee will assess progress…toward 
its objectives of maximum employment 
and 2 percent inflation…[T]he Commit-
tee judges that an increase in the target 
range for the federal funds rate remains 
unlikely at the April FOMC meeting. The 
Committee anticipates that it will be ap-
propriate to raise the target range for the 
federal funds rate when it has seen further 
improvement in the labor market and is 
reasonably confident that inflation will 
move back to its 2 percent objective over 

The Fed’s Future
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The Fed’s Future

the medium term. This change in the for-
ward guidance does not indicate that the 
Committee has decided on the timing of 
the initial increase in the target range.

The Committee is maintaining its exist-
ing policy of reinvesting principal pay-
ments from its holdings of agency debt 
and agency mortgage-backed securities…
and of rolling over maturing Treasury se-
curities at auction. This policy, by keeping 
the Committee’s holdings of longer-term 

ous economic indicators to make forecasts 
about the movement in the unemployment 
rate and (consumer price) inflation rate. So 
long as they continue to march toward nor-
mal levels, at some point the Fed is going 
to begin raising interest rates. However, they 
are going to err on the side of ease, mean-
ing that they are going to keep interest rates 
lower in the beginning, because they want to 
make sure the economy has really recovered 
before jacking rates back up.

Although it is not as explicit in this state-
ment, previously Fed officials have said that 
they are not going to dump assets from their 
balance sheet when it’s time to tighten mon-
etary policy. Instead, they are going to main-
tain the size of their balance sheet even when 
they begin raising interest rates, at least for a 
while. Here is how the Fed handles the issue 
in a Q&A on its website:

[Q:] How long after the Federal Reserve 
begins raising its target range for the fed-
eral funds rate will it begin to stop rein-
vesting the proceeds of maturing securi-
ties?

The opposite happens when 
the Fed lets its bonds mature: 
it sucks the incoming principal 
payments out of the system 
as a bond disappears from its 
balance sheet.

securities at sizable levels, should help 
maintain accommodative financial con-
ditions.

When the Committee decides to begin 
to remove policy accommodation, it will 
take a balanced approach consistent with 
its longer-run goals of maximum em-
ployment and inflation of 2 percent. The 
Committee currently anticipates that, 
even after employment and inflation are 
near mandate-consistent levels, economic 
conditions may, for some time, warrant 
keeping the target federal funds rate be-
low levels the Committee views as nor-
mal in the longer run.3

To paraphrase, the Fed is watching vari-
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[A:] The FOMC intends to reduce the 
Federal Reserve’s securities holdings in a 
gradual and predictable manner primar-
ily by ceasing to reinvest repayments of 
principal on securities held in the System 
Open Market Account (SOMA) portfolio. 
The Committee expects to cease or com-
mence phasing out reinvestments after 
it begins increasing the target range for 
the federal funds rate. The timing of this 
step will depend on how economic and 
financial conditions and the economic 
outlook evolve.4 [Bold added.]

Thus the Fed has been conditioning in-
vestors to expect the following sequence of 
events:

(1) Economic conditions (especially the 
labor market and consumer price inflation) 
return to normal levels.

(2) The Fed cautiously begins raising the 
federal funds rate, which in turn should 
push up other interest rates.

(3) So long as things look satisfactory af-
ter the rate hikes have sunk in, the Fed will 
let its balance sheet gradually shrink as its 
bond holdings mature. Remember, when 
the Fed buys assets, it injects reserves into 
the financial system. So the opposite hap-
pens when the Fed lets its bonds mature: it 
sucks the incoming principal payments out 
of the system as a bond disappears from its 
balance sheet.

Looking at CME interest rate derivatives 
contracts, and making some analytical as-
sumptions that are fine for our crude pur-
pose here, we can derive an implied “mar-
ket forecast” of the federal funds target rate 
at various points in the future.5 Using this 
technique, we currently see that by the mid-
September 2015 Fed meeting, there is only 
about a 23 percent probability that the tar-
get rate will still be 0%. The other probabil-
ity range is concentrated over target rates 
between 25 basis points and 75 basis points. 
By December 2015, there is (currently) only 
an 8 percent probability that the target rate 

The Fed’s Future
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The Fed’s Future

will still be 0%.

In short, “the market” is expecting the Fed 
to raise rates this calendar year. The main 
disagreements are over when the hikes will 
begin, and how rapid they will be.

HOW CAN THE FED CONTROL IN-
TEREST RATES WITHOUT ASSET 
PURCHASES?

Something may be troubling the student of 
textbook economics: How can the Fed tin-
ker with interest rates, if it’s independently 
pledged to reinvest the principal of its bond 
holdings? In other words, if and when the 
Fed wants to raise interest rates, won’t it have 
to sell some of its assets?

The quick answer is that the Fed has de-
veloped a new tool in this crisis, which was 
specifically unveiled back in October 2008: 
the payment of “interest on reserves.” Here 
is how the Fed describes the relation of this 
tool to its exit strategy:

The interest rate paid on balances main-
tained to satisfy reserve balance require-
ments is determined by the Board and is 
intended to eliminate effectively the im-
plicit tax that reserve requirements used 
to impose on depository institutions. The 
interest rate paid on excess balances is also 
determined by the Board and gives the 
Federal Reserve an additional tool for the 
conduct of monetary policy. According to 
the “Policy Normalization Principles and 
Plans” adopted by the Federal Open Mar-
ket Committee on September 17, 2014, 
during monetary policy normalization 
the Federal Reserve intends to move the 

“The market” is expecting 
the Fed to raise rates this 
calendar year. 

federal funds rate into the target range 
set by the FOMC primarily by adjust-
ing the interest rate it pays on excess re-
serve balances.6 [Bold added.]

Carlos Lara and I explain “excess reserves” 
in great detail in our book, How Privatized 
Banking Really Works. For our purposes in 
this article, we can simply say that these are 
the reserve balances that a commercial bank 
holds, over and above the legal minimum it 
needs to “back up” its existing customer de-
posits. Therefore, a commercial bank’s excess 
reserves are those that it has the legal ability 
to lend out, either to customers or to other 
banks. (Note that in my accompanying ar-
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they keep parked at the Fed. Currently, that 
rate is a mere 25 basis points.

To see how this might work, suppose the 
Fed increased the interest on excess reserves 
(IOER) rate to, say, 50 basis points. That 
means commercial banks could earn a guar-
anteed 50 basis points by not lending out 
their excess reserves, and instead keeping 
them parked at the Fed. So if another com-
mercial bank wanted to borrow reserves, it 
would have to offer at least 50 basis points.

Recall that the “federal funds rate” is sim-
ply the interest rate that commercial banks 
charge each other for overnight loans of re-
serves. Thus, when the Fed announces that 
it is “hiking interest rates” to (say) 50 basis 
points, it is referring to this particular inter-

When it wants to begin raising 
its target for the federal 
funds rate, it will do this by 
increasing the interest rate it 
pays to commercial banks on 
the excess reserves they keep 
parked at the Fed. 

ticle in this month’s LMR, I walk through a 
numerical example illustrating how “interest 
on excess reserves” works in practice.)

So what the Fed is saying in the above block 
quotation is that when it wants to begin rais-
ing its target for the federal funds rate, it will 
do this by increasing the interest rate it pays 
to commercial banks on the excess reserves 
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est rate. Now it should be clear why adjusting 
the IOER rate will directly cause the federal 
funds rate to move in response.

To avoid confusion, let me be clear that 
normally, in the economics textbooks we say 
that the Fed moves the federal funds rate to 
its target level by adjusting the total quantity 
of reserves in the banking system. If the Fed 
wants to push rates down, it buys assets and 
floods the system with more reserves; the in-
creased supply of reserves pushes down the 
interest rate banks charge for lending them 
out. On the other hand, if the Fed wants to 
push rates up, the textbook says the Fed sells 
assets and drains reserves out of the system; 
the reduced supply pushes up interest rates 
on loans of the remaining reserves.

Yet the textbook has gone out the window 
since the crisis of 2008. The Federal Reserve 
(and other central banks around the world) 
have been engaged in unconventional poli-
cies, which are not just unprecedented in 
their magnitude, but also in their form.

We should stress that just because the Fed 
has the tool of “interest on excess reserves” 
at its disposal, this does not mean that it 
can avoid the problems invited by its arti-

ficial expansion of money and credit. In my 
accompanying article in this issue of the 
LMR I give a more detailed treatment, but 
for now let me merely say that the Fed will 
fund such payments either by (a) reducing 
the amount of its earnings remitted to the 
Treasury, meaning that the taxpayers will ef-
fectively be subsidizing commercial banks to 
not make loans, or (b) creating new money. 
Neither remedy is a long-term solution to 
the problem of the huge amount of excess 
reserves currently in the banking system.

CONCLUSION

The Federal Reserve under Janet Yellen is 
doing what it can to reassure markets, and 
make the “normalization” transition process 
as smooth as possible. However, financial 
markets are still hanging on the Fed’s ev-
ery word, and we at the LMR still maintain 
that a crash is inevitable. Paying interest on 
excess reserves is a new “tool” that gives the 
Fed more flexibility in trying to have its ac-
commodation cake while eating its interest 
rate hikes, but at best this will merely post-
pone the crisis.
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In My other artICLe for thIs Issue of 
the LMR, I summarize the history of the 
Fed’s actions since the financial crisis began 
in 2008, and explain the Fed’s current stance. 
To summarize, the Fed will probably raise 
interest rates in 2015, though not right away. 
When it does raise rates, the Fed will prob-
ably use the mechanism of adjusting “inter-
est on excess reserves,” rather than selling off 
assets and sucking reserves out of the finan-
cial sector.

In this article, I will discuss this new policy 
tool of “interest on excess reserves,” because 
non-economists will have a hard time mak-
ing sense of this newfangled device.

A History of Interest 
on Reserves

Although many commentators blur the 
distinction, technically the Fed has two new 
policy tools that it first used in October 
2008: (1) interest on required reserves and 
(2) interest on excess reserves. Not only are 
they distinct in principle, but in practice the 
Fed paid different rates (at least briefly) ac-
cording to the St. Louis Fed’s database, as 
Figure 1 shows.

The Fed’s New Tool

Figure 1. Fed’s Interest Rates Paid on Required vs. Excess
Reserves (October 2008 – January 2009)

aLthough Many CoMMentators bLur the 
DIstInCtIon, teChnICaLLy the feD has 

two new PoLICy tooLs that It fIrst useD 
In oCtober 2008.
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distinction between interest paid to required 
versus excess reserves.

Textbook “Open 
Market Operations” 
vs. Payment on Excess 
Reserves

I specifically remember back in the fall of 
2008 that the Fed explained the decision to 
introduce payment of interest on (both re-
quired and excess) reserves as necessary in 
order to separate the Fed’s decisions on inter-
est rates and asset purchases. In other words, 
the Fed wanted to backstop the financial 
markets by buying up mortgage-backed se-
curities (which were considered “toxic assets” 
at the time, the reader may recall).

Now in normal textbook economics, if the 

The Fed’s New Tool

when the feD buys (say) $10 
MILLIon worth of bonDs froM 
aCMe bonD DeaLer, It sIMPLy 
wrItes an eLeCtronIC CheCk 

to aCMe bonD DeaLer Drawn 
on the feDeraL reserve.

 As Figure 1 shows, the Fed paid a lower 
rate on excess reserve balances for at least 
part of the period from the inauguration of 
the program (in October 2008) through the 
end of the year, when both rates settled down 
at 25 basis points—where they’ve been ever 
since.

As I explained in my previous article, the 
Fed has explicitly said that when it begins 
raising rates, it likely will do so by adjusting 
the interest rate it pays on excess reserves. 
(Presumably that means the Fed will not 
adjust the rate it pays on required reserves, 
but I have never heard anyone actually say so 
either way.) For the rest of this article, then, 
I will focus on the special role of excess re-
serves, and why the Fed’s payment of inter-
est on them alters banks’ behavior. But to re-
peat, the reason I included Figure 1 above is 
that most people think “interest on reserves” 
is a sufficient term—when in fact it blurs the 
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Fed starts buying hundreds of 
billions of dollars worth of as-
sets—or introduces various “li-
quidity programs” that make 
short-term loans to financial 
institutions with some of their 
assets as collateral—then this 
would inject hundreds of bil-
lions of dollars worth of new re-
serves into the banking system. 
Remember, when the Fed buys 
(say) $10 million worth of bonds 
from Acme Bond Dealer, it sim-
ply writes an electronic check to 
Acme Bond Dealer drawn on 

new reserves (held with Citi’s account at the 
Fed) would be excess reserves, from Citi’s 
perspective.

If we continued with the textbook treat-
ment, we would say that Citi is now in a 
position to lend out those $9 million in ex-
cess reserves, either to its customers (per-
haps a couple seeking a new mortgage) or to 
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so by buyIng bonDs froM aCMe, the feD 
Is PuttIng DownwarD Pressure on the 

feDeraL funDs rate.

the Federal Reserve. Acme then deposits the 
check with its commercial bank, let’s call it 
Citi.

Two things now happen: The commer-
cial bank, Citi, adds $10 million to Acme’s 
checking account balance, and the Fed adds 
$10 million to Citi’s account with the Fed. 
(Remember that the Fed acts as a bank to 
the nation’s commercial banks.)

The way we would describe things in an 
economics textbook (which of course over-
simplifies), Citi would have to hold higher 
reserves than before, because now one of 
its clients (namely Acme) held $10 million 
more in deposits. But because our system 
is one of fractional reserves, Citi would only 
have to hold (say) $1 million more in re-
quired reserves, in order to legally satisfy its 
reserve requirement. The other $9 million in 

other banks that want to bolster their own 
reserves. The interest rate that commercial 
banks charge each other for overnight loans 
of reserves is called the federal funds rate, 
and it is what the Fed targets. (When Janet 
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After that quick review, we can finally cir-
cle back to the topic of this article: interest 
on excess reserves. Suppose the Fed wants 
to buy bonds from Acme—perhaps because 
Acme made a bunch of boneheaded deci-
sions and needs the Fed to buy up its junk 
assets—but it doesn’t want to push down 
the federal funds rate. In fact, that’s exactly 
what the Fed said was happening in the fall 
of 2008. Specifically, the Fed was buying (or 
providing short-term loans on the basis of ) 
huge amounts of mortgage-backed secu-
rities. Yet initially, the Fed didn’t want the 
federal funds rate to fall to nearly 0 percent. 
So it began paying interest on reserves to the 
commercial banks, in order to bribe them to 
keep their money on deposit with the Fed, 
rather than lending it out to others.

Raising Rates in 2015

So what does this mean for us now, in 2015? 

Yellen gets on TV and says the Fed will not 
raise the target rate next meeting blah blah 
blah, she is referring to this particular rate, 
the federal funds rate.)

Other things equal, when the Fed buys as-
sets it injects more reserves into the system, 
most of which are (initially) excess reserves 
to the banks that receive them. This increas-
es the supply of loanable reserves, pushing 
down the interest rate that banks earn from 
lending them out. (To repeat, all of these 
statements have the caveat “other things 
equal.”) So by buying bonds from Acme, the 
Fed is putting downward pressure on the 
federal funds rate.

The Fed’s New Tool

how Can the feD aChIeve both 
objeCtIves sIMuLtaneousLy? after aLL, 

the eCon textbooks say that when the 
feD wants to raIse Interest rates, It 

has to seLL assets.
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when the commercial banks decide what 
to do with their funds, they know they can 
keep them parked at the Fed and earn a 
guaranteed 1 percentage point. It would be 
foolish for them to lend reserves out to any 
other institution for less than that—since an-
other bank conceivably could default on the 
loan—and thus the federal funds rate would 
rise to (at least) 1 percent. In our hypotheti-
cal scenario, this outcome is just what the 
Fed wanted to happen, and it didn’t have to 
sell off any of its assets.

Money for Nothing?

Ah, the wonders of central banking with 
fiat money—it seems like magic! But of 
course, there’s a cost. When the Fed pays 
interest to (say) Citi, in practice that means 

Well, suppose in September the Fed looks at 
the unemployment and price inflation indi-
cators, and decides it’s time to raise the fed 
funds target rate from its current level of 0 to 
25 basis points, up to a full percentage point. 
However, the Fed also wants to maintain the 
size of its balance sheet, rolling over the ma-
turing bonds by reinvesting the principal in 
mortgage-backed securities and Treasuries. 
How can the Fed achieve both objectives si-
multaneously? After all, the econ textbooks 
say that when the Fed wants to raise interest 
rates, it has to sell assets (and thereby drain 
reserves out of the system).

Why it’s simple: The Fed announces to 
the commercial banks that instead of pay-
ing them 25 basis points in interest on ex-
cess reserves, it will begin paying them 1 full 
percentage point (i.e. 100 basis points). So 

The Fed’s New Tool

ah, the wonDers of CentraL 
bankIng wIth fIat Money—It seeMs 

LIke MagIC! 
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that Citi sees its checking account with the 
Fed increase by the relevant rate. Where 
does that money come from?

The quick answer is that it comes from no-
where; the Fed just credits Citi’s account, the 
same way the Fed writes a check to Acme 
Bond Dealer for $10 million that it conjures 
electronically out of nothing. 

However, when the Fed pays interest on 
excess reserves, this isn’t necessarily a net 
addition of new money into the financial 
system. That’s because the Fed has a huge 
(gross) income from its bond holdings, out 
of which it can afford to pay interest to its 
creditors. In terms of the accounting, the 
commercial banks are lending reserves to 
the Fed right now at 25 basis points, while 
the Fed is earning (among its other assets) 
anywhere from 0.02 percent to 2.5 percent 
on its Treasury holdings, just looking at the 
current yield curve.

Thus, for modest increases in the interest 
rate that it pays on excess reserves, the Fed 
could “remain profitable” (in the weird sense 
of using that term for a central bank). Pay-
ing a higher interest rate on excess reserves 
would simply eat into the huge net income 
that the Fed has been enjoying these past 
few years.

Treasury (Taxpayers) 
Eat the Difference

However, taxpayers should realize that this 
has consequences. The Fed is obligated to re-
mit its excess earnings to the Treasury. Last 
year, for example, the Fed reported net in-
come of $101 billion, of which it sent $97 
billion to the Treasury. 

Now one of the Fed’s expenses in 2014 was 
paying $6.7 billion in interest on excess re-
serves to commercial banks.1 So if the size 

when the feD Pays Interest on exCess 
reserves, thIs Isn’t neCessarILy a net 

aDDItIon of new Money Into the 
fInanCIaL systeM.
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of excess reserves stays the same (currently 
around $2.5 trillion) while the Fed bumps 
up the interest rate on excess reserves to a 
full percentage point (rather than 25 basis 
points), then of course the total volume of 
interest it pays quadruples to about $27 bil-
lion. And suppose 2016 rolls around and 
interest rates have risen to 3 percent. If the 
Fed hasn’t sucked any excess reserves out 

for those who pine for a hard commodity 
money like gold—nonetheless if the Fed 
pays billions to commercial bankers in inter-
est, then its remittances to the Treasury go 
down. That means for a given level of federal 
government spending, the deficit is now that 
much higher (or taxes must be raised).

 

Conclusion

In this article, I’ve explained some of the 
mechanics of the Fed’s new policy tool of 
paying interest on excess reserves. Yes, so 
long as the Fed wants to modestly raise rates, 
it can increase the amount it pays on excess 
reserves to achieve this goal without selling 
off its own assets (and possibly crashing fi-
nancial markets).

If the feD Pays bILLIons to CoMMerCIaL 
bankers In Interest, then Its 

reMIttanCes to the treasury go Down. 
that Means for a gIven LeveL of feDeraL 

governMent sPenDIng, the DefICIt Is 
now that MuCh hIgher.

of the system, then it will have to pay the 
private-sector bankers 3% x $2.5 trillion = 
$75 billion in interest, absorbing a large frac-
tion of the Fed’s (gross) interest income on 
its own assets. This 
is especially true 
the faster the rate 
hikes occur, as the 
Fed hasn’t had time 
to roll over its own 
portfolio.

Although this 
might not seem like 
“real money”—and 
in a sense, it’s not, 
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But at best this postpones the problem. By 
paying commercial banks interest, the Fed 
certainly doesn’t get rid of the problem of 
$2.5 trillion in excess reserves. Furthermore, 
because an increase in Fed expenses means 
a reduction in remittances to the Treasury, 
the taxpayers really are paying for these huge 
and growing subsidies to the commercial 
bankers.

Finally, remember why we’re in this mess: 
The bankers—both commercial and invest-
ment—made serious blunders during the 
housing bubble years. Then the Fed flooded 
the system with trillions in new reserves by 

buying up their “toxic assets” and also par-
tially monetizing the huge deficits of the 
federal government. Now, in order to con-
tain the problem that these central bank 
bailouts have spawned, the taxpayers are be-
ing fleeced on an ongoing basis.

Ludwig von Mises warned that interven-
tionism was an untenable process. Each 
wave of meddling with the market merely 
caused new problems to crop up. In the end, 
the public must decide: Do they want a mar-
ket economy based on private property, or 
full-blown socialism with central planners in 
Washington?
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Lara-Murphy Report: How did you dis-
cover Austrian economics?

Frank Karsten: Around 2002 I discovered 
Mises.org via libertarian sites like Lewrockwell.
com. From there on things went quick. I started 
reading many articles on Mises.org and their 
recommended books. It was like a revelation to 
me. Prior to that I couldn’t make much sense of 
so many things in society and suddenly there 
was this great free information source with ar-
guments that were clearly presented, without 
obfuscating graphs, pretentious formulas, or 
voodoo logic. If I now listen to economists on 
TV I feel like I’m listening to astrologists. 

It all rang so true to me and it gave me a 
whole new perspective on so many economic 
subjects, like central banking, minimum wage 
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laws, comparative advantage, the price system, 
etc. I was so enthusiastic I started bugging ran-
dom—and totally uninterested—people with 
my newly found ideas. Many Austrian argu-
ments are so obvious that I think most people 
would embrace them if it weren’t for their bias 
towards arguments from authority or arguments 
by consensus.

Frank Karsten is founder of the 
More Freedom Foundation, a 
Dutch libertarian organization. 
In 2013 he co-founded Mises 
Institute Netherlands. In 2012 
Karsten published his co-au-
thored book Beyond Democracy 
(beyonddemocracy.net). He lives 
in Amsterdam.

Austrian Economics vs. Astrology

“If I now listen to economists 
on TV I feel like I’m listening to 

astrologists.”

LMR: You are the chairman of the Mises Insti-
tute in the Netherlands. Can you explain what 
led you to this position? What role does your 
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translation of a complete edition of Hu-
man Action is due to appear in the next 
few months.

We clearly cater to a growing audience. 
Just this week we received a heartwarm-
ing email by a disillusioned Dutch stu-
dent who had quit his university econom-
ics study for he could no longer stand the 
Keynesian lies he was subjected to and 
was longing to meet like-minded people. 

We provide a refuge for people like him, 
since we are the main center of Austrian 
Economics in the Netherlands and peo-
ple can meet up and team up. The number 
of people working with us to spread our 
ideas is steadily growing. Of course we are 

Institute play in the Netherlands?

FK: This might sound a bit overblown but I 
think Mises.org is one of the most important 
sites in the world. The libertarian philosopher 
Michael Huemer once stated that irrational-
ity is the greatest problem in the world because 
all other problems of humanity derive from 
it. Mises.org does important work to combat 
the daily irrationality we are fed through the 
mainstream media and our educational system. 
Around ten years back I registered mises.nl ex-
pecting I might want to do something with it 
in the future, and after meeting with enthusias-
tic Misesians I co-founded the Mises Institute 
Netherlands in 2013.

Our impact is growing but has been limit-
ed, also because our resources are. We organize 
conferences and courses in Austrian School 
economics and publish articles and assist in the 
promotion of books on this subject. A Dutch 
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“While the economic crisis 
continues and deepens people 

will increasingly look for answers 
in different directions, and one 

will be the Austrian School.”

largely ignored by the mainstream media and 
academics, which was to be expected. But while 
the economic crisis continues and deepens peo-
ple will increasingly look for answers in different 
directions, and one will be the Austrian School.

LMR: In a recent interview on the Tom Woods 
Show, you said that your libertarian views used 
to be a source of pessimism for you, but lately 
you have become an optimist. Can you explain?

FK: Although Western governments have been 
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growing and have become 
more intrusive in many re-
gards there are many posi-
tive long term trends and 
developments that I was 
unaware of. During the 
last 25 years more than 2 
billion people have lifted 
themselves out of poverty, 
due to greater economic 
and personal freedom. That 
is enormous progress. To-
talitarian ideologies like 
Nazism and communism 
have been on the way out. 
Even in socialist Europe 
not everything has gone 

creased tenfold during the last decade. Ten years 
ago I would have to tell people I am a libertarian 
to which they generally responded with a glassy 
look. Nowadays I meet people who conclude I 
am a libertarian and sometimes confess they are 
too.

Technology is rapidly progressing and I think 
technology is generally a liberating force, em-
powering the individual more than the ruler. 
In the Netherlands it’s only 26 years back since 
we had our first commercial TV channel. It was 
highly contested and leftists predicted it would 
bring the end of civilization. Nowadays our 
public channels fear their increasing irrelevance 
due to the advent of YouTube, Torrents, and 
Netflix. Same with the mainstream newspapers, 
always towing the government line faithfully, 
whose declining circulation numbers I witness 
with gloating. DNA sequencing, medical tour-
ism, and lab-on-a-chip will provide new ways 
to circumvent the statist healthcare systems and 
make them irrelevant. Online learning websites 
like Kahn Academy and Coursera provide ways 

Austrian Economics vs. Astrology

“During the last 25 years more 
than 2 billion people have lifted 

themselves out of poverty, due to 
greater economic and personal 

freedom.”

worse. The military draft was abolished, air traf-
fic and communication have been liberalized, 
euthanasia is increasingly legalized, gays can 
marry and entrepreneurship is more highly re-
garded than thirty years back. Mind you, I fully 
acknowledge many negative trends regarding 

liberty, like rising taxes, centralization and the 
enormous regulatory burden, but I think we of-
ten forget to count our blessings. As libertarians 
we are still a small movement in absolute terms, 
but relatively our growth is impressive. By my 
conservative estimate our numbers have in-
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to cheaply bypass government schools. Cheap 
smartphones help expose police brutality and 
government oppression. 

There are so many positive developments, 
I could go on for hours, but I admit it’s still a 
mixed bag. The human condition has improved 
enormously during the last century; we live 
longer, healthier, and more prosperous lives on 
a cleaner planet. Often these optimistic trends 
are reported by liberty minded people, like the 
doom-slaying economist Julian Simon. He 
posthumously inspired Bjorn Lomborg (a for-
mer Greenpeace member) to write the influen-

tial book The Skeptical Environ-
mentalist, which helped a lot in 
boosting my optimism regard-
ing the human condition.

LMR: Your biggest project 
right now is “Beyond Democ-
racy.” Can you explain what this 
is? Isn’t everybody for democ-
racy?!

FK: Beyond Democracy is a con-
cise and accessible book that I 

“In the Netherlands it’s only 26 
years back since we had our 

first commercial TV channel. It 
was highly contested and leftists 
predicted it would bring the end 

of civilization.”

co-authored. It debunks thirteen democratic 
myths and explains why democracy is both im-
moral and does not deliver the promised goods. 
It is now available in 16 languages and I am glad 
to spread these contrarian ideas through public 
appearances, articles, and interviews. 

Indeed, almost everyone is in favor of democ-
racy; fifteen years ago I was too. I believed the 
mantra that the politicians, schools, and the me-
dia told us. Problem was I knew nothing about 
it really, like most people don’t. After reading 
the libertarian arguments against it (especially 
those in Democracy, The God That Failed by Hans 
Hoppe) I quickly changed my views. 

Democracy is a collectivist ideology like 
communism and fascism. It is Socialism Light 
in which everything in society is regarded as a 
potential collectivist matter on which we could 
vote over. By centralizing decision-making it 
reduces the diversity of millions of individu-
al choices to a few choices of bureaucrats and 
politicians. It leads to economic downturns, 
shortsightedness, social conflict, growing public 
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debts, loss of liberty, and a government micro-
managing our lives. In that light it is no won-
der that during the last 50 years the economic 
growth in the western democracies has declined 
from 6.5% per year to below 1%.

The cracks in democracy are now beginning 
to show and we will hopefully see the rise of 
several counter movements. Beyond Democracy 
intends to clarify too why we need not look for 
a different politician, upright and well meaning, 
for democracy is inherently flawed, no matter 
who is at the helm.

LMR: Given your knowledge of Austrian eco-
nomics and your skepticism of political “solu-
tions,” what is your prediction about the euro-
zone?

FK: I am quite hesitant to make predictions, 
especially alarmist ones accompanied by a time 
frame. Many libertarians have made rather 
apocalyptic predictions since 2008 and they 
have not materialized yet. False predictions un-

dermine our credibility. The eurozone is clearly 
heading in the wrong direction. It has shown 
impressive growth but unfortunately in all the 
wrong indicators: regulation, the tax burden, 
and public debts. Between 2007 and 2013 gov-
ernment-debt-to-GDP rose from 66% to 93% 
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“Democracy is a collectivist 
ideology like communism and 

fascism.”

in the Euro area, and this they call austerity. But 
it is difficult to predict when the eurozone will 
hit the wall of reality; it has held out unexpect-
edly well since 2008 and Greece is still in it. 
One hundred years ago Mises predicted the So-
viet Union would fall into poverty and tyranny 
and he was right. But it lasted 70 years anyhow. 
I hope the ill perceived European experiment 
will take a bit shorter to fall apart, but I won’t 
hold my breath.
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