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For many, conventional wisdom states that raising interest rates is the best method available to curb infl ation. 
While raising rates can slow down an overheating economy, it can’t completely cure high infl ation.

How Did We Get Here?
In response to the Financial Crisis, the Federal Reserve held the federal funds rate at zero for nearly seven years, 
and during that time infl ation never accelerated. This begs the question, if seven years of zero percent interest 
rates didn’t cause infl ation, why have the last two years done it? The answer is that other economic forces play 
a role (at times signifi cantly) in infl ation and its eff ects on the economy. 

Investors and fi nancial media tend to focus on interest rates, but the critical issue is money supply growth. 
Decades ago, the famous economist Milton Friedman aptly noted that M2, or currency in circulation plus all 
deposits in all banks (checking, saving, money markets, CDs), should be monitored more than interest rates.

To illustrate, if M2 rises by 10%, one would expect a 10% increase in overall spending. Some of this increase 
would be absorbed by real increases in output, but the rest would go toward infl ation. From the height of 
COVID in February 2020 until December 2021, M2 grew at an 18% annual rate. Based on Friedman’s theory, it is 
obvious that an eventual, signifi cant spike in infl ation was inevitable. This is now being lived out by consumers 
in real-time, as infl ation is hovering around 9%. 

Defeating Infl ation
Raising interest rates, by itself, will not stop the current infl ationary cycle. Instead, the most eff ective strategy to 
stop it is by slowing growth in M2 long enough to allow the economy to absorb the excess currency in circula-
tion.

This strategy was employed by Fed Chair Paul Volcker in the early 1980s, when he refocused the Federal Re-
serve on money rather than rates. In the prior decade, the Fed’s habit was to announce the federal funds rate 
it was targeting, and over time investors began to think the level of rates mattered most. The Fed consistently 
held rates lower than the economy (and infl ation level) suggested it should. The result was more money added 
to the system than real growth required, eventually leading to staggering infl ation.

Volcker’s war on infl ation leaned heavily on Friedman’s view that money supply growth matters most. Simply 
put, Volcker targeted money growth and let interest rates go wherever they may. While the short-term eff ects 
were painful, eventually infl ation normalized. It was slower money supply growth, not higher interest rates, that 
tamed infl ation.

Mistakes Made
If Volcker’s strategy in fi ghting infl ation was so eff ective, why does history appear to be repeating itself? Part of 
the answer is the Fed ‘s Quantitative Easing (QE) measures following the Financial Crisis. After multiple rounds 
of QE, the Fed has gradually increased its balance sheet to around $9 trillion, or ten-fold what it was prior. 
During the same timeframe, M2 has grown to $22 trillion. In other words, the amount of excess reserves has 
soared while the Fed has grown exponentially relative to the economy.

Today, with $3.3 trillion excess reserves in the system, the Fed and other banking regulators have pushed re-
quired capital ratios signifi cantly higher for banks. This is why the initial round of QE (2008-2014) did not create 
infl ation.

DEFEATING INFLATION



While the Fed grew its balance sheet, it also increased how much banks must keep on hand, thus limiting 
them from multiplying those new reserves.

The response to COVID was diff erent. The Fed essentially created new money to buy back bonds, while at 
the same time the Treasury and Congress used banks (through PPP loans and stimulus checks) to distrib-
ute massive amounts of stimulus money, all while easing bank liquidity rules to allow this to happen. As a 
result, M2 growth exploded, growing by 41% since February 2020.

How does the money supply problem resolve itself? After all, once money has been created and put in 
circulation, it can’t be destroyed, as it’s now in the hands of consumers, businesses, or the Treasury.

Defeating Infl ation (Again) 

There are three ways to limit money supply growth under the current Fed policy. The fi rst is by paying 
banks enough interest on their reserves to discourage them from lending. Second, the Fed can increase 
capital requirements, as it is already doing. The third involves the Treasury. If it commits to running a 
surplus, like it did in April, it could reduce its debt while allowing the Fed to let bonds mature. This will be 
diffi  cult however, given that chronic budget defi cits are unlikely to go away anytime soon.

These three strategies come back to the approach of Paul Volcker 40 years ago. By slowing the growth of 
the money supply, Volcker took the Fed out of the business of propping up the economy. This, along with 
massive changes to the tax code and rollbacks of regulations ended stagfl ation and led to an economic 
boom.  History can repeat itself, but it will require major policy changes by the Fed to do so.
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