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What to make of booming M2? 

It can be a bit treacherous to raise the issue of money growth.  One can easily get misinterpreted as one 
of those people who believe that money is exogenous and causal and that the Fed should follow a money 
rule, rather than engaging in “activist” policy.  

As I see it, though, money and credit are not primarily causal, but evolve endogenously with the rest of  
the macro economy.   And from that perspective, the recent boom in M2 is probably worth understanding.   

Since the end of February, the level of M2, which is the sum of currency in circulation, demand deposits, 
and the most liquid of time deposits, has risen by just over $2 trillion.  This has taken the 13-week rate of 
growth above 65% (ar), while the 52-week rate, shown in the chart below, has moved just above 20%.   

The strength of M2 has been heavily concentrated in the deposit components, which account for 90% of 
the gain in M2 over the past year.  That is not so unusual, as deposits have increasingly dominated M2 
over the past several years, with the share recently rising above 80%. In contrast, currency has recently 
been rising much more slowly than demand deposits, while the stock of small time deposits has actually 
been contracting.  
 

Source: Federal Reserve H6, FH calculations 
Data are actual to the week of April 27.  Total M2 growth is depicted as a 52 week of change while the component breakdown is depicted as 

contribution to that 52-week growth rate. The components sum of the total, by construction.  

What to make of this boom? 

The first thing to point out is that it cannot be fully explained by the CARES act, which involved about 
$300 billion each for one-time transfers to American households and the federal backstop / richening of 
unemployment insurance benefits.  Those payments would show up first in the M2 deposits that have 
recently boomed, but they would not necessarily remain there, and — more to the point — they have not 
been large enough to explain the $2 trillion rise in M2 since the end of February.    
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Rather, households and businesses are becoming more liquid, partly in response to the transfer 
payments mentioned above and more in response to increased precaution associated with the COVID 
shock and its knock-ons to risk tolerance.   

From a forward-looking perspective, the fact that liquid deposit growth has boomed is probably 
constructive for the outlook.   Macro policy makers have tried to ensure that the forced reduction of 
economic activity required to contain nCov-19 does not spill into a reduction of spending power and thus 
exaggerated knock-ons into the rest of the economy.  And it is not a stretch at all to view the ongoing 
strength in the money aggregates as consistent with the view that they are so far succeeding in that 
objective.   

Presumably, as the COVID shock dissipates, the rate of growth of the most liquid components of the 
money stock will back off, probably dramatically.  But the money situation now, taken in isolation, would 
seem to be a clear positive.  To say much beyond that would be speculative, because quantifying the link 
between money growth and subsequent spending is probably a no hoper, as more quantitatively oriented 
analysts than me have demonstrated repeatedly over the years.  This leaves me comfortable with the 
Saggy V or Y-shaped recovery beginning imminently, but it does not tilt me toward a proper V.  

The image in bank credit 

To the (large) extent that M2 is dominated by various forms of deposits, strength in it can be interpreted 
as a source of funding for bank credit growth.  Again, it is probably best to avoid getting sucked into a 
sterile discussion of whether loans “cause” deposits or vice versa.  The financial and real sides of the 
economy are both determined in general equilibrium, and the practical question of which variables are 
most practically treated as largely causal is almost always a function of context.  

But in the current episode, two points of context seem particularly worth raising.  First, fiscal policy can 
influence the size of bank balance sheets indirectly, by affecting the macro economy.  But it is not the 
case that the Treasury can impose deposits on the banking system simply as a matter of accounting.   

In other words, there is no valid analogy with how Fed operations affect base or “inside” money.  If a 
fiscal operation, say a transfer program, results in a higher deposit stock in the first instance, then the 
banking system remains free to shed deposits or reduce other liabilities to maintain control over its assets 
growth, which remains a choice of the banking system.  Indeed, that will not even require an active 
adjustment on behalf the banking system, as the flows relevant here naturally cancel out, although there 
is no need to get into the related mind-numbing detail here.  And this same point applies to bank 
depositors adjusting, in aggregate, which sorts of deposits to hold.  

Second, and as a manifestation of that principle, bank credit (the sum of loans & leases and securities 
holdings) has — in fact — accelerated much less than M2 in recent weeks.  

Source: Federal Reserve H8, FH calculations 
Data are actual to April 29.  As in the chart on page 1, the contribution to the aggregate growth rates from the two components sum to the total, by 

construction.  In the case of the left panel, though, there is a minor caveat.  Bank liabilities are fungible and so it is a minor liberty to describe “small” 
deposits (i.e all deposits not labelled within H8 as “large”) as necessarily “funding” bank credit.  
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While the annual rate of M2 growth has accelerated to just over 20%, bank credit growth is up closer to 
11%, with roughly proportional contributions from securities holdings and the loans & leases that play a 
more direct role in aggregate demand.  

So called “small” deposits, i.e. total deposits less what the H8 calls “large deposits”, have boomed, 
roughly in line with what is indicated in the H6 money numbers. The correspondence there is hardly 
surprising, but I am being careful to avoid apples / oranges comparisons, because the H6 and H8 
catchments are not quite identical.    

Still, note  from the left panel in the chart on page 2 that this strength in the most liquid deposits has 
crowded out strength in other liabilities, which the banking system treats, as “managed” rather than 
passively accumulated.   This is an enduring trend, but one that has abruptly intensified in the wake of the 
COVID shock, in a way that I would say fits the principle described above. 

Moreover, within the (dominant) loans and leases component of bank credit, note that all the growth there 
can be accounted for by C&I loans.  There are various pockets of strength outside C&I, but they are 
offsetting, as indicated by the red line in the right panel of the chart.  

That shows the 52-week growth rate, but I can focus in here on the period since the end of February.  
Since roughly the beginning of the COVID shock, bank loans and leases are up $770 billion, with $660 
billion (or 6/7) of that coming from C&I loans, which are presumably mostly bank credit lines being drawn.  
This is wildly disproportionate to C&I’s typical share in bank loans & leases. For example, at the end of 
February, that share was 23%. 

So the net net here can probably be distilled down to two points: 

• Booming M2 growth is an image of both the federal transfer supports and — more importantly — 
increased demand for liquidity among bank clients. The path to this result has been partly a function of 
increased risk aversion, which was bearish aggregate demand growth on impact.  However, from here, 
the abruptly increased stock of liquid assets available to the private sector has to be constructive the 
outlook, at least taken in isolation.  I don’t think this is dispositive.  I still expect a saggy V- or Y-shaped 
recovery, for reasons I have discussed recently.  But this does support the idea that there will be an 
initial lurch higher, once the forms of social distancing that are easiest to relax are in fact released, 
presumably affecting the Q3 GDP bean count. 

• It would be counterintuitive for underlying bank lending growth to accelerate dramatically in the early 
stages of a recession, even if the peak damage from that recession is widely expected to be brief, as is 
currently the case.  And the intuition is probably instructive, because bank lending growth is running far 
behind money growth, and because all the strength in bank lending can be explained as credit lines 
being drawn, as strained companies trigger their various financial buffers against a deflationary shock.  

What about inflation? 

I notice that some analysts are interpreting the strength in M2 as an inflation signal.  That brings me back 
to that ideological stuff that I mentioned — at the top of this note — that I did not want to associate myself 
with.  In a regime of interest rate targeting, even if stuck at the zero bound, there is no reliable link from 
money growth to inflation, even in principle.  So, while I view that strength of M2 as fitting with the 
recovery thesis, as discussed above, there is no reason at all to believe there is necessarily any inflation 
implication here per se. 

Moreover, I would advise against being fooled by those who claim that M2 would be “working” were it not 
for the decline in “velocity.”  In the current regime, velocity movements are just a measure of the error 
made when linking money to the general price level, via a robotic connection with nominal spending. So 
to invoke velocity is to say I have been wrong because naive monetarism has been wrong. While that 
may be true, it is not helpful. 
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That is not to say that higher inflation is impossible here.  For example, today’s CPI report probably 
obscured a lot of inflation in the shelter category.  Given that there is no amount of money you could pay 
me to stay in a hotel these days, I would say that the hedonically-adjusted price of hotel rooms has risen 
dramatically — or more to the point — become imponderable, because the quantity exchanged is 
negative.  Presumably, as the COVID shock abates, hotel rooms will again have positive value and their 
properly measured prices will adjust lower.  Of course, the CPI will studiously miss all of that, which is 
fine, just probably not worth fussing over. 

In any event, the case for higher inflation would be that aggregate demand revives more quickly than the 
supply-side can accommodate. That might seem to be at odds with the Phillips Curve, given that the 
“true” unemployment rate is about 25%.  But even if the Phillips Curve remains tentatively alive in 
principle, the unemployment rate is not remotely a measure of slack in the current environment.  It may 
become so later on, if the social distancing can safely be lifted and yet there is unemployment associated 
with knock-ons from the original shock. But that is not the case now or necessarily even in Q3. 

My base case is that underlying inflation stays low and that the Fed would definitely welcome a little 
inflation if it could somehow luck into it, for reasons I have been over.  In my view, it makes sense to have 
convexity to the risks around that central case, just not for reasons that have anything to do with M2. 

Gerard MacDonell 
gerard@frontharbor.com 

The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not 
guaranteed. No claim is made regarding the fairness, accuracy, completeness, or correctness of the information and opinions contained herein. Views 
and other information provided here are subject to change without notice. All reports produced by Front Harbor are issued without regard to the specific 
investment objectives, financial situation or particular needs of any specific recipient and are not to be construed as a solicitation or an offer to buy or 
sell any securities or related financial instruments.  Predictions, forecasts, and estimates for any and all markets should not be construed as 
recommendations to buy, sell, or hold any security--including mutual funds, futures contracts, and exchange traded funds, or any similar instrument.  
The analyst authoring reports from Front Harbor may have positions in some of the securities discussed here.
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