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Modern Monetary Theory: The Federal Reserve, 
Inflation, and the US Dollar 

In July 2020, GFMI delivered a virtual seminar on Modern Monetary Theory (MMT). One of the 

questions posed to the audience was “Does too much money in the financial system, as measured 

by the monetary base, M1 or M2, cause inflation?” Nearly 70% of the respondents believed it 

did. This perspective aligns with the more orthodox or traditional line of economic theory. MMT 

advocates would think otherwise. This article briefly looks at MMT, the Fed’s movement toward the 

merging of monetary and fiscal policy, inflation, and the value of the greenback. 

Modern Monetary Theory (MMT) Revisited 

Some of the main features of MMT are: 

• A government that creates its own money need not and will not default on debt 

denominated in its own currency. 

• A government can buy goods and services without the need to collect taxes or issue debt. 

• Deficits can be financed at low or near-zero cost through money creation. 

• Government spending and money creation should be allowed to adjust to the level 

necessary to secure full employment without inflation. 

• Should inflation arise, it can be controlled by increasing taxes so that the public has less 

money to spend. 

• Government deficit spending need not compete with the private sector for scarce savings 

and so it will not crowd out private investment. 

• It rejects the fine-tuning approach to monetary policy. 

• “Policy space” created by MMT should be used by government to create permanent 

structural programs such as a Job Guarantee to secure full employment. 

• Central Bank policy should target zero or near-zero overnight interest rates. 

• Combining the above two bullet points implies greater consolidation of Treasury and 

Central Bank operations. 

The Federal Reserve 

The Fed has traditionally used reserve requirements, open market operations, and the discount 

window to manage the amount of reserves in the financial system (for more information and 

background, read Federal Reserve Tools: Past and Present). In 2008, Quantitative easing (QE) 

was introduced and the Fed starting paying interest on reserves. The rescue packages for COVID-

19 have left no doubt about the merging of monetary and fiscal policy. On May 13, 2020, Scott 

Pelley of CBS 60 Minutes interviewed Jerome Powell, Chair of the Federal Reserve. Here is an 

excerpt from the interview: 

https://www.gfmi.com/articles/the-federal-reserve-tools-past-and-present/
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PELLEY: Fair to say you simply flooded the system with money? 

POWELL: Yes. We did. That’s another way to think about it. We did. 

PELLEY: Where does it come from? Do you just print it? 

POWELL: We print it digitally. So as a central bank, we have the ability to create money 
digitally. And we do that by buying Treasury Bills or bonds for other government guaranteed 
securities. And that actually increases the money supply. We also print actual currency and we 
distribute that through the Federal Reserve banks. 

PELLEY: In terms of size, Mr. Chairman, how does what the Fed is doing right now compare to the 
unprecedented action it took in 2008? 

POWELL: So the things we’re doing now are substantially larger. The asset purchases that we’re 
doing are a multiple of the programs that were done during the last crisis. And it’s very different 
this time. In the last crisis, the problems were in the financial system. So they were providing 
support for the banking system. Here, really, the problems are in what we call the real economy, 
actual companies that make and sell goods and services. And what’s happening to them is that 
many of them are closed or just not having any revenue. 

And we’re trying to do what we can to get them through this period where they’re perfectly good 
companies that have had, you know, sound financial condition as recently as February, but now 
they have no business. And they have fixed costs. So we’re trying to help them get through that 
period.  

Source: https://www.cbsnews.com/news/full-transcript-fed-chair-jerome-powell-60-minutes-interview-

economic-recovery-from-coronavirus-pandemic/ 

 

Whether looking at the Fed’s balance sheet (Figure 1) or the amount of US Treasuries purchased 

over a specific time frame (Figure 2), The Fed’s QE is here to stay. 

https://www.cbsnews.com/news/full-transcript-fed-chair-jerome-powell-60-minutes-interview-economic-recovery-from-coronavirus-pandemic/
https://www.cbsnews.com/news/full-transcript-fed-chair-jerome-powell-60-minutes-interview-economic-recovery-from-coronavirus-pandemic/
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Figure 1 – Fed’s Balance Sheet as of August 12, 2020 

 
Source: https://www.federalreserve.gov/monetarypolicy/bst_recenttrends.htm 

 

Approx. $7 Trillion 

https://www.federalreserve.gov/monetarypolicy/bst_recenttrends.htm
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Figure 2* 

 
* Implications of US Borrowing $3 Trillion in H1 2020 by Bluford Putnam 

https://www.cmegroup.com/education/featured-reports/implications-of-us-borrowing-3-trillion-in-h1-

2020.html 

 

There are plenty of variables in the future to determine how much more the government will need 

to borrow including the recovery, GDP, state and local revenues (11 municipalities have defaulted 

on their debt so far in 2020), and unemployment. But one thing is certain, MMT has entered the 

mainstream. 

Inflation 

Inflation still remains below the Fed’s Target of 2% as shown in the following graph: 

https://www.cmegroup.com/education/featured-reports/implications-of-us-borrowing-3-trillion-in-h1-2020.html
https://www.cmegroup.com/education/featured-reports/implications-of-us-borrowing-3-trillion-in-h1-2020.html
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Source: https://www.advisorperspectives.com/dshort/updates/2020/07/31/pce-price-index-june-

headline-core 

 

But the traditional inflation hedge, gold, continues to move up: 

 
Source: ICE Benchmark Administration Limited (IBA), Gold Fixing Price 10:30 A.M. (London time) in London 

Bullion Market, based in U.S. Dollars [GOLDAMGBD228NLBM], retrieved from FRED, Federal Reserve 

Bank of St. Louis; https://fred.stlouisfed.org/series/GOLDAMGBD228NLBM, August 14, 2020. 

https://www.advisorperspectives.com/dshort/updates/2020/07/31/pce-price-index-june-headline-core
https://www.advisorperspectives.com/dshort/updates/2020/07/31/pce-price-index-june-headline-core
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And there are record flows into Treasury Inflation Protection Securities or TIPS via ETFs: 

 
Source: The Daily Shot 8/14/2020 

 

US Dollar 

Interest rate differentials, or the forecast of interest rate differentials, play a major role in the 

value of the USD. The Fed’s forward guidance of keeping the Fed Funds in the 0.00 – 0.25% 

range for some indeterminable time frame, would appear to favor other currencies. Fed Funds 

Futures are pricing this range all the way out to the April 2022 contract! One major reason to 

hold USDs is because of the higher rates in the US. That no longer seems to be the case. Some 

believe the massive explosion in debt is debasing the USD. 

Technically speaking, the dollar is in a downtrend, as is evident in the following charts. The first 

chart shows the Euro vs. the USD, and the second chart shows the ICE US Dollar Index.  
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Source: https://stockcharts.com/h-sc/ui?s=$EURUSD 

https://stockcharts.com/h-sc/ui?s=$EURUSD
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Source: https://stockcharts.com/h-sc/ui 

 

In the dollar’s favor: 

• Some 88% of all currency trades involve the USD (BIS Foreign Exchange Turnover in April 

2019). 

• Much of international trade is invoiced in USD. 

• Many commodities are priced in dollars including gold, oil, and (yes) coffee (I am not sure 

it matters what coffee is priced in, as many of us would still drink it)! 

• The strong preference for dollar funding (see the following chart). 

https://stockcharts.com/h-sc/ui
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Source: WSJ.com https://www.wsj.com/articles/fed-federal-reserve-jerome-powell-covid-coronavirus-dollar-lending-

economy-foreign-currency-11596228151?mod=searchresults&page=1&pos=10 

• The Feds central bank currency swap lines during the initial COVID outbreak 

demonstrated the world’s reliance on dollar funding 

These last two bullet points are probably the main reason that the dollar’s immediate future as 

the world’s reserve currency will not be going away any time soon. Longer term, it is certainly a 

major question. 

Conclusion 

The Fed’s massive actions have ushered in the era of MMT. The merging of fiscal and monetary 

policy appears to be here to stay. Although they have good intentions, the Fed’s actions have 

distorted capital flows and valuations, let alone the reliance on an unproven economic theory. I 

suspect that Adam Smith is rolling over in his grave. 

https://www.wsj.com/articles/fed-federal-reserve-jerome-powell-covid-coronavirus-dollar-lending-economy-foreign-currency-11596228151?mod=searchresults&page=1&pos=10
https://www.wsj.com/articles/fed-federal-reserve-jerome-powell-covid-coronavirus-dollar-lending-economy-foreign-currency-11596228151?mod=searchresults&page=1&pos=10
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