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1. Treasury creates and 

sells bonds to banks.

2. Thru Open Market 

Operations, the banks 

sell bonds to the Fed.

3. The Fed buys bonds 

with money it creates.  

4. The banks use that 

money to buy more 

bonds. The net effect depends on the mood of 

the Fed.  If they allow more bonds to 

mature than they purchase, then they 

are shrinking the supply of dollars.  If 

they build up more and more, increasing 

their balance sheet, then they are 

increasing the supply of dollars.  

Gov’t

1. The government 

spends the cash it gets.  

The portion that is the 

deficit is created  in the 

process above; the rest 

is tax revenue.

2. By paying its workers, 

the government 

introduces the newly 

created dollars (and 

recirculates the others 

it received from taxes).

Banks

3. Banks are allowed to 

create dollars by 

loaning out the dollars 

you deposit; they hold 

about 10% so you can 

do day-to-day spending 

without the bank 

running out of cash.

4. Loans create the bulk of 

all dollars (in the form of 

bank credit), with bank-

issued debt representing 

roughly 90% of all currency 

that exists.  

The government rightly fears deflation 

under a fiat currency system.  In a crisis, 

fewer loans are issued and defaults 

mount, reducing the currency supply.  

However, there is always more debt 

than currency in existence; as currency 

is destroyed the share of debt to 

currency grows more and more 

unaffordable.  

Governments have never allowed this to 

happen.  Instead, they destroy the value 

of currency by flooding society with it, 

causing hyper-inflation.  The end game 

is a new currency.
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