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Friday, May 29, 2020 Author: Dr. Brendan Brown 

 
How to make sense of US money supply explosion? 
In central bank race to the bottom the euro enjoys 
some sunshine days – but storm not far away      
         
The hectic growth in US monetary aggregates this year has caused some 
analysts of the economic and especially financial future to dust off long-
ignored monetarist tools.    
 

These had long been regarded as obsolete in the world of the 2 percent 
inflation standard.  Now, some analysts brandishing these old tools are 
concluding that the dollar is headed for a steep fall and the US economy 
is on the road to high inflation.   
 

 
Source: Board of Governors of the Federal Reserve System (US) 

 

Readers of Global Monetary Viewpoint know that long-run pessimism on 
high inflation is one key message.  The likelihood, though, is that high 
inflation emerges only after the end of the war against COVID 19.    For 
now, the war is still on, albeit that the first offensive is now near an end 
and an armed truce is setting in.   The view about high inflation danger 
into the peace is not based on any simple chain of causality starting with 
the monetary data explosion in the US.  
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Executive Summary 

This issue of Global Monetary 
Viewpoint takes aim at two 
“stories” which are presently 
featuring in commentaries 
explaining asset and currency 
market action. 
 
The first story is that the 
explosive growth in US monetary 
aggregates now being recorded 
will “cause” strong growth in final 
demand and continue to 
underpin strong asset markets. 
However, in our dysfunctional 
monetary system without any 
anchor, monetary aggregates no 
longer have any causal property 
with respect to the economic and 
financial outlook.  At most they 
may be symptomatic of an 
increased long-run inflation 
danger having emerged, but most 
likely far into the future.   
 
The second story is that the 
Macro-Merkel proposal for a mini 
Marshall plan for Southern 
Europe is a game-changer for 
Europe – signifying a big leap for 
European solidarity, a decisive 
reduction in credit risks 
(sovereign, bank and corporate) 
in the euro-zone, and by 
extension a big new prop for the 
euro.   Figures and facts do not 
support this conclusion.  
 
Excluding payments into the fund 
that would be used for projects 
within the donor’s country, the 
net transfer of funds into 
Southern Europe could be around 
200-250bn euros of which only 
half would directly improve 
prospective budget deficits there.  
And there is a big question mark 
over the extent and form of the 
final deal to get unanimous 
support as required from EU 
heads of state.   
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The big challenge for the dollar will be the real prospect or actuality of 
the US entering a high inflation era ahead of Europe and Japan; but that 
central scenario applies to the final peace and its aftermath, not the 
present armed truce.  (The term “armed truce” signifies that awareness 
of infection danger and of second wave danger is very much still with us 
– meaning large economic costs - social distancing, government 
restrictions - and uncertainty which paralyzes many spending decisions, 
most of all related to capital spending. 
  
Monetarist analysis inappropriate to our un-anchored monetary system 
  

Why such scepticism here towards dusted off monetarist tools of analysis 
– a contradiction it may seem superficially for economists espousing 
sound money doctrines?  
  

The short answer is that monetarist tools (these take the data on selected 
monetary aggregates and use these to make predictions about the 
economic-financial future) should be applied only where the actual 
monetary system is securely founded on a monetary base consisting of 
instruments which are highly distinct in their attributes and for which a 
broad demand exists not highly sensitive to a tiny change in interest rates 
or interest rate spreads.    This is just not the case with today’s monetary 
system.   
 

The so-called monetary base today consists of first, deposits with the 
central bank which pay interest at a near market rate (with this pegged 
by the authorities) and which are very close substitutes for Treasury bills, 
short-maturity government bonds, etc.  Deposits at the central bank are 
required for settling interbank payments – but generous deposit 
insurance and too big to fail mean that banks are not constrained by their 
availability. The second component of the monetary base is banknotes, 
but here again, supply exercises no constraint on individual behaviour 
given widespread alternative means of payments (bank cards and credit 
cards especially) which feed automatically off deposit accounts with the 
banks.  
  

This is all a far cry from a classical monetary system firmly anchored in a 
base consisting of “high-powered” money with very special attributes not 
found in any alternatives.  Even so, it is understandable that eye-popping 
monetary growth should have entered some headlines.   Specifically, in 
the three months to April 2020, M1 and M2 in the US were up by 85% p.a. 
and 46% p.a. at annual rates.  In the year to April 2020, each aggregate 
was up by 28% and 18%. That compares with year-on-year growth for and 
M2 and M3 in the euro-zone of 8.1% and 7.5% respectively. 
 

According to the crudest monetary hypotheses, this build-up of money 
holdings in the hands of the public would surely go along with the 
generation of excess demand for goods and services at some point in the 
future.  On closer examination, though, this bulge in monetary aggregates 
has little direct knock-on effect on the wider economy, given that there is 
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no longer a high-powered money in the US (or any other country) which  
has special attributes for which no close substitute exists.  
    

US businesses have drawn on credit lines and filled up their bank deposit 
accounts, and the public has started to receive their hand-out checks 
from multifarious COVID-related programs.  But tiny adjustments in the 
spread between rates on near alternatives to bank deposits (for example 
T-bills, money market certificates, short-maturity bonds) and on the 
deposits restore a balance between supply and demand for these various 
financial instruments (including deposits). 
     

Banks are flush with deposits at the Federal Reserve, but given that these 
now pay market interest, a slight fall in relative rates on other similar 
assets would mean they would not view these as excessive.  None of 
these small changes in rates or rate spreads in themselves would induce 
macro-economic consequence. 
           

In our present dysfunctional regimes, central banks make policy by 
setting the path of interest rates rather than letting these be determined 
by supply and demand in money and credit markets.    In particular central 
banks set the market interest rate on reserves (whereas in classical 
monetary systems reserves pay no interest).  A bulge in M1 or M2 is not 
in itself in some mechanical fashion an engine of monetary inflation. 
    

It may nonetheless be the case that empirically big monetary inflations 
tend to be accompanied at some stage by an explosion of those monetary 
aggregates - but this is not cause and effect, rather it is a list of symptoms.   
The chain of causality starts with the central bank resolved to hold rates 
down at zero, for example, come what may, towards financing mega fiscal 
deficits and fostering asset inflation (deemed useful towards economic 
“stimulus”).  
    
US monetary bulge does not show Europe in good light  
  

In practice, the bulge in US M1 and M2 does not in itself demonstrate an 
intent to inflate which is more ominous in the US than in Europe.   Rather, 
the bulge is due to the specifics of the US pandemic bailouts including the 
immediate credit arrangements.  These have had a big impact on the 
monetary aggregates.  Even so, there are grounds for projecting that high 
goods and services inflation will emerge earlier in the US than Europe 
following this pandemic.   (This refers to its aftermath – to the peace, 
whether that is signaled by vaccine or cure or virus self-destruction or the 
passing of societal fear).   
  

This view is based on the greater rebound potential at first in the US  once 
peace arrives (in the war against COVID-19), based on a rapid pick-up of 
capital spending from depressed levels (also low in the truce), coupled 
with strong growth in consumer spending in part reflecting pent-up 
demand fueled by large government support of incomes during the 
pandemic, in part reflecting new optimism amidst a strong rebound.   The 
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capital spending “boom” could consist in part of capitalist creative 
destruction, reflecting high prospective profits in new areas of the 
economy in the midst of continuing bankruptcy and liquidation amidst 
the “old economy”.  
 

Cost pressures from de-globalization and changes in labour legislation 
could also be more important in inflation dynamics in the US than in 
Europe, at least in the early years.  (For example, a Democrat victory in 
the elections could mean a change in US employment laws to empower 
unions in their ability to balance the grown monopoly power of 
employers across much of the economy).     
 

Hence, in the years which follow the pandemic, there could well be a 
period of dollar weakness corresponding to US inflation picking up first 
(ahead of Europe).  Indeed, a dollar fall at that stage could intensify the 
momentum of inflation via a vicious circle, similar to what occurred 
through the early 1970s for example.   For now, however, we are in a 
truce phase, rather than at the peace, though optimists argue that truce 
might quickly run into peace.  
 
The dollar’s path to Election Day 
 

A key determinant of the path of the dollar through the remainder of this 
year will be the perception of Federal Reserve policies as crafted in the 
run-up to Election Day.   There is already much chatter in the market-
place about the “Powell-Mnuchin” couple launching a form of “yield 
curve control” designed to lower the 5-year T-bond yield towards 10-
20bp from the present 40bp   As part of this package there would be a 
further bolstering of QE.  All of this in itself would be dollar negative in 
principle, but it is unlikely to amount to much compared to what is 
already discounted at present in the marketplace. 
   

These further radical monetary steps by the Federal Reserve ahead of 
Election Day would be dependent on the course of financial markets 
during the summer and early autumn.  As of now, there is much 
behaviour in global markets which is symptomatic of revved up asset-
inflation – including the telling of narratives which are fanning hot 
speculative temperatures.  These include “the Fed and Treasury have 
removed virtually all credit crisis risk; high and growing monopoly rents 
lie ahead for Big Business, especially Big tech; as financial crippling knocks 
out competition; President Macron, Chancellor Merkel and the ECB are 
doing whatever is necessary to save the euro; the armed truce will very 
quickly progress into a final peace.” 
  

In broad terms, these narratives are pretty thinly based and could well 
unravel in the weeks and months ahead.  The unravelling, which could 
well include the eruption of banking crisis outside the US (especially in 
vulnerable Europe), would in general be euro negative and dollar positive.   
Also operating in that direction would be the rising geopolitical risks 
relating to China. 
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False euro optimism based on Macron-Merkel deal 
 

In particular, a possible dollar positive is fading of present optimism on 
the euro as driven by the recent Karlsruhe judgement and the mini-
Marshall plan proposed by President Macron and Chancellor Merkel for 
the South.  Both of these themes are likely now being over-played in the 
currency market music.   
  

The German judges are not revolutionaries. Very belatedly they are 
signaling some discomfort with ECB actions, but even now they are not 
ruling that its asset purchases amount to monetary financing or that the 
pursuance of 2 percent inflation is inconsistent with the constitutional 
mandate of price stability.   Rather they are demanding that the German 
government gets more explanation from the ECB to justify that its asset 
purchases were not “disproportional”; no doubt Chancellor Merkel will 
be satisfied with what comes from her chosen ECB head, Mme Lagarde.  
Doesn’t this mean more danger for monetary inflation in the future since 
the ECB will likely not be constrained?  
 
 
 

 
Source: Barchart 

 
 
 
 
 

 
In sum, the Karlsruhe judges will not rein in ECB monetary inflation.   
Quite the opposite: this is set to grow in intensity, starting most likely with 
the ECB policy meeting of June 3.  
 
 
 

The EUR currency future is consolidating in a range primarily between 1.08 
and 1.1350. A breakout at either end will likely set the stage for a continued 
and significant move.  The rally to 1.11 is within the consolidation range.  

EUR FX Future (Sep 2019 – present) 
  



100 Pall Mall, London SW1Y 5NQ  |  Telephone +44 (0)203 995 4488 

macrohedgeadvisors.com  |  mha@macrohedgeadvisors.com 

 

 6 

As to the mini-Marshall plan, it is hard to see how this reduces 
significantly Italian bankruptcy risk, though it may give the impression of 
kicking the can down the road for some while.  Maybe Germany and the 
frugal four together will contribute say 200bn euros into a gift fund for 
the South (other contributions from other countries – including from 
Spain and Italy - will largely be spent on themselves).   Say 120bn of that 
goes into Italian projects, saving along the way the Italian state from 
having spent 50bn in aid itself.    The net 50bn improvement in Italian 
public finances (around 3% of GDP) is hardly a game-changer where the 
Italian government debt is projected to reach 155 percent of GDP next 
year 
. 
Credit bubble and Sterling collapse risks 
 
Finally, in thinking about the remainder of 2020 we should surely 
contemplate the scenario where the recent run-up in equity and credit 
market proves to be a false dawn.   
  
The view that the Fed has removed credit crisis risk from the system is 
flimsy.  Total Treasury guarantees at around $500bn in the CARES ACT for 
private borrowers eligible for the Fed’s programs do not neutralize huge 
areas of potential credit distress in the US and global economy.  Just 
consider the lessors of commercial real estate, high end metropolitan 
residential real estate, aircraft, hotels, automobiles, and who is in turn 
lending to these.   
 
In the emerging market world, heightened credit risks are evident in Brazil 
and Mexico.   And though there are reports of hot Asian money flowing 
into high-yield Chinese dollar credits, one must surely doubt the 
sustainability of these.  
  
As we have discussed above, the spectre of Italy bankruptcy risk has not 
been removed by the Macron/Merkel wand.   A second-round credit crisis 
together with equity market relapse in the bigger scheme would be 
positive for the dollar against the euro, especially given the banking 
system fragility in Europe.   
 
Last but not least, a full-blow Sterling crisis this autumn could pull down 
also the euro against the dollar.  A perfect storm could be headed towards 
investors still holding pounds; the UK has been the defeated power in this 
fight against COVID – the worst health, death, and economic outcome 
amidst the advanced economies.  Heavy continuing regulations will sorely 
impede the UK recovery from its defeat – with huge damage to 
confidence at all levels in the British political economy.   Banking system 
shock and the potentially most radical of monetary policies are negative 
prospects likely to weigh on the pound, all in the context of huge trade 
uncertainties. 
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Bottom line:  a euro and credit rebound in doubt 
 
The Macron-Merkel “deal” on a mini-Marshall plan via the EU budget for 
the EU’s South has triggered a closing of bear positions on the euro, 
whether versus the dollar or Swiss franc and also corroborated by a re-
bound in the price of Italian government debt.   This comes in the wake 
of a much larger and powerful rebound in global credit markets following 
Fed and Treasury action to counter possible crisis there. There is much 
ground for scepticism on both scores. 
 
The 500bn euro deal has yet to get through an EU summit next month, 
where a unanimous agreement of all heads of state is required.  This is 
far from a done deal.   And even if it does emerge at 5 minutes past 
midnight, the actual amount of net funds paid into Southern projects 
from EU donors might only alleviate state budgets in the South by around 
3 percent of GDP at most.   In net terms, after taking off grants within 
their countries, the amounts are unlikely to exceed say 100bn euros into 
Italy, and somewhat less into Spain, of which half may substitute for items 
which otherwise would have been part of Rome’s and Madrid’s budgets. 
This is not a game-changer. 
     
The ECB as soon as June 4 might announce increased LTROs for the ailing 
European banking system, but can this prevent a possible collapse in bank 
equities as various potential credit shocks emerge? Unlikely. 
 
As regards credit shocks, past history of credit and banking crises suggest 
there are few if any reliable warning indicators.   They arrive “out of the 
blue”.   For example, there may be a large bankruptcy which causes 
market attention to focus on possible impaired creditors.   Across the 
global landscape there is much potential source of trouble – who is 
lending to the lessors of grounded airplanes, hire car fleets, to the lessors 
of commercial real estate, which is slumping in value amidst much rent 
default, and to the bombed-out energy space?   500bn of Treasury 
guarantees backing Fed buying programs does not sweep this aside.  
    
Credit shock and the fate of the euro are intimately connected, with 
shocks to the one likely to transmit by contagion to the other.  None of 
this is to deny a general relief that the offensive of COVID-19 is receding 
and that there is a plausible scenario where the truce which is setting in 
could be followed by peace, even by year-end (meaning that the risk of 
infection recedes far as a determinant of human action). 
   
In sum, during the armed truce which continues through this Summer and 
Autumn most likely, considerable apprehension is justified about 
potential credit shocks and unwinding of poorly based speculative 
narratives now justifying hot temperatures in some asset markets and 
from which the euro has also been a beneficiary of late.   
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Appendix 
 

Monetarist tools in a classical monetary regime 
 

Consider instead a classical monetary system where base money (consisting of 
deposits at the central bank and currency) is indeed a highly distinct asset – as a 
medium of exchange and safe asset there is no ready alternative.  In a fiat money 
regime, this would depend on lender of last resort facilities being expensive and 
restricted, and where there is no too big to fail.   And cash (available also in large 
denomination notes) and sight deposits with banks (effectively backed in turn by 
the latter’s holdings of reserves) would have a distinct advantage (not least in 
terms of avoiding transaction costs) as means of payment.   
 

Then a sudden big increase in supply (of base money), reflect in the growth of M1 
including sight deposits, would prompt the public to switch some of this 
(increase) into goods – mainly durable consumer goods - and also in real assets 
(for example equities) and into debt instruments (including certificates of deposit 
or long-term deposits issued by banks).   If money market rates are indeed 
floating freely (rather than being pegged by the central bank) then there would 
also be a large fall in money market rates (this would occur so as induce the public 
and banks to hold the increased supply of base money in preference to say money 
market instruments or short maturity bonds – the rate move would be large as 
these are not close substitutes in this system).   
 

One classical monetary system is the gold standard regime.  Here the monetary 
base is effectively made up of gold coin and gold certificates, and perhaps a 
limited supply of banknotes convertible into gold.   A boost to gold supplies well 
in excess of the normal monetary demand for gold in real terms would go along 
with the public and the banks finding they have surplus gold.   Yes, a fall in interest 
rates could bring demand for gold into balance with supply, as households were 
ready to hold more of the yellow metal as its opportunity cost shrank, and 
similarly, banks might reduce their economy drive to hold reserves as low as 
possible.   But short-term debt securities to hold for example are not such a close 
substitute for metallic gold.  And so, the fall in rates for any given increase in 
money base would be much more significant than the tiny adjustments which 
occur under dysfunctional fiat regimes where base money is a very close 
substitute for a wide range of near-money instruments. 
  

Back to the actual world, the monetary base is made up in part of bank reserves 
at the Fed (or at other central banks) which pay interest at or above the rate on 
alternative safe debt (for example short-maturity T-bills), and where indeed the 
central bank is the setter of the market rate.   A surge in the supply of reserves 
by the Fed could go along with some widening of the amount by which rates on 
T-bills are below those on Federal Funds.  
 

The public is not directly impacted – except in so far as in the first round of 
monetary expansion they are the recipient of deposits which in fact match the 
increase in supply of reserves.   If they now find they have an uncomfortably large 
amount of sight deposits in their portfolio, rates could slightly widen between 
what banks pay on those and on near alternatives – whether short maturity 
bonds or money market investments. And sight deposits, in any case, are virtually 
indistinguishable from other types of deposits issued by the banks – they can all 
by and large be drawn on to make payments.   With deposit insurance on hand 
and too big to fail, the public see little difference between sight deposits and any 
other type of deposit or near debt instrument. 
 


