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THE SHRINKING MONEY SUPPLY
AND THE CASE FOR GOLD

The US money stock M2 — defined as US dollar cash in circulation plus consumers’
1050 5 10 20 a1 95 55  andproducers’ US dollar deposits at US commercial banks — is shrinking. In April
. 2023, it declined by 4.7 per cent compared to last year. Why is this happening,

USD per ounce of silver . . . .
and more importantly, what does it mean for precious metal investors? Answers

30 to these guestions should be of great interest to those who think “money mat-
28 ters”.
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13 1;‘ 1516 1718 19 20 21 22 23 | 5oking at the data more closely, we found that the decline in M2 can be mainly
Source: Refinitiv, graphs by Degussa. attributed to three factors. Factor one: People have switched from deposits (in-
cluded in M2) into longer-term bank liabilities (outside the definition of M2). This
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Platinum 9667 7 7.4 135 ferred to the Fed, this also contributes to the contraction of the money stock M2.
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T — — Factor three: US commercial banks may also have sold some of their assets (par-
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Source: Refinitiv; calculations by Degussa.
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have access to the corresponding database), both the assets and the liabilities of
the banks (in the form of “destroyed” demand deposits) decrease, also contrib-
uting to a reduction of the money stock M2.

Taken together, these three factors suggest that the amount of liquidity in the
US economy, in general, has declined sharply in recent months. In addition, the
changes in money holdings make it more expensive for banks to refinance. If
banks’ returns on their asset portfolio remain unchanged, downward pressure on
US lenders’ profitability will increase.

It should be noted that US bank credit expansion — the main source of M2 ex-
pansion — has slowed down considerably lately. This may be due to lower credit
demand (due to higher interest rates and slower economic growth) or constraints
on the credit supply-side (as bank lending standards have tightened). Neverthe-
less, so far positive growth rates of bank loans have increased, not decreased, the
money stock M2.

In fact, bank credit expansion is crucial for determining the long-term trend of
the money stock M2. Should banks decide to stop lending, the inflow of new
money into the economy would come to a standstill. And if banks were to ask
their customers to repay their loans, the money stock would decrease. This, in
turn, would pave the way to deflation: falling goods prices across the board, most
likely accompanied by a recession. How likely is such a scenario?

The likelihood of the Fed “overtightening” monetary policy is certainly not zero.
Look at the “monetary overhang” (calculated based on the US M2). The mone-
tary overhang can be understood as money created that has not yet been ab-
sorbed by higher goods prices and/or higher production output. Starting in early
2020, the Fed had massively increased M2 (by roughly 40 per cent), causing an
enormous monetary overhang. In the meantime, the monetary overhang has
been absorbed as GDP growth has returned and goods price inflation soared. In
the first quarter of 2023, the monetary overhang fell to just 2.1 per cent.

US M2 “monetary overhang” is on the decline
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Quelle: Refinitiv; calculations Degussa. Dotted line: estimated trend from Q1 07 to Q4 19, extrapo-
lated to Q1 2023. Monetary overhang defined as (i) actual M2 relative to nominal GDP in relation to
(i) the long-term trend of M2/nominal GDP. Last data point: Q1 23.

If M2 declines further, the monetary overhang could easily turn negative, exerting
downward pressure on nominal GDP growth —most likely forcing the economy
towards subdued goods price inflation and/or below-potential GDP growth, or a
combination of both. Needless to say, this would be an extreme challenge for the
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highly leveraged fiat money system. In fact, once a deflationary process gets un-
derway, it could lead to the collapse of the credit pyramid.

In this context, we must remember that the Fed's interest rate hikes are not yet
fully reflected in the economic and financial system. This is because monetary
policy works with a “time lag”. It is fair to assume that we will see further restric-
tive effects from the rise in credit costs which started in 2022. If, at some point,
it turns out that the Fed has tightened monetary policy too much already and a
recessionary-deflationary expectation sets in, things could quite easily get ugly.

If money expansion stops and is reversed, the “house of credit cards” will col-
lapse. The inflationary illusion of wealth and prosperity ends, and businesses and
employment suffer badly. Murray N. Rothbard (1926-1995) put it succinctly: “As
soon as credit expansion stops, then the piper must be paid, and the inevitable
readjustments liquidate the unsound over-investments of the boom, with the re-
assertion of a greater proportionate emphasis on consumers' goods production.”

It is fair to say that an impending deflationary-recessionary shock — caused by a
depressed money stock — would very likely lead to central bank councils outdoing
one another to ease monetary policy again: through interest rate cuts and the
expansion of central banks’ balance sheets, injecting near-unlimited liquidity into
the banking system, and increasing the supply of money in the hands of the pri-
vate sector — as has been practised virtually all over the world in 2020 and 2021.

In such a situation, the expansion of money, which is creating monetary inflation,
will be seen as the policy of the least evil, finding approval among the public at
large, one has to fear. Indeed, while the probability of the fiat money system
ending in deflation is certainly not zero, there is good reason to believe that in-
flation poses an even greater risk for the investor in the current stage of the fiat
money system'’s life cycle — which may pretty soon be compelled to confront de-
flationary forces by returning to inflationary policies.

Against this backdrop, we recommend holding at least a portion of the liquid
portfolio in physical gold (and also in physical silver). These precious metals can
be considered as insurance against the rising economic and (geo-)political risks
that continue to increase with the prevalence of the political efforts to prop up
the worldwide fiat money system. So even the temporarily shrinking US money
supply should not deter investors from demanding gold. Quite the contrary!

* %%
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In US-Dollar per ounce
Gold Silver Platinum Palladium
I. Actual 1960,7 23,5 1033,1 1410,9
IIl. Gliding averages
10 days 1991,0 25,1 1084,3 1534,6
20 days 1999,0 25,1 1054,2 1507,3
50 days 1942,2 23,2 1003,0 1463,1
100 days 1902,3 23,2 1007,7 1577,0
200 days 1810,9 21,6 968,8 1811,2
11l. Estimates for end 2023 2200 29 1250 1450
0 12 23 21 3
Band width Low High Low High Low High Low High
1900 2360 23,3 32,9 1060 1380 1300 1670
m -3 20 -1 40 3 34 -8 18
V. Annual averages
2020 1753 20,2 878 2180
2021 1804 25,5 1095 2422
2022 1798 21,7 956 2154
In Euro per ounce
Gold Silver Platinum Palladium
I. Actual | 1834,5 22,0 966,6 1320,1
IIl. Gliding averages
10 days 1810,5 22,8 986,0 1395,5
20 days 1822,4 22,9 960,9 1374,0
50 days 1795,9 21,5 927,3 1353,0
100 days 1766,1 21,6 935,6 1464,9
200 days 1736,6 20,7 929,2 1748,9
11l. Estimates for autumn 2023 2100 28 1200 1392
0 14 27 24 5
Band width Low High Low High Low High Low High
1820 2300 22,4 31,6 1010 1320 1240 1600
0 -1 25 2 44 4 37 -6 21
V. Annual averages
2020 1535 18 769 1911
2021 1519 21 921 2035
2022 1704 21 905 2041

Source: Refinitiv; calculations and estimates Degussa. Numbers are rounded.

™ On the basis of actual prices.
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BITCOIN, PERFORMANCE OF VARIOUS ASSET CLASSES
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Performance of stocks, commodities, FX and bonds
(a) In national currencies (b) In euro
S&P 500 S&P 500
Nasdaq Nasdaqg
Euro STOXX 50 Euro STOXX 50
FTSE 100 FTSE 100
DAX DAX
Swiss Ml Swiss Ml
Nikkei Nikkei
Hang Seng Hang Seng
Bovespa Bovespa
Russia Russia
CRB Index CRB Index
Gold Gold
Silver Silver
Crude oil Crude oil
EURUSD EURUSD
EURJPY EURJPY
EURGBP EURGBP
EURCHF EURCHF
USDCAD USDCAD
USDGBP USDGBP
USDJPY USDJPY

US gov't bond 7 - 10 yrs US gov't bond 7 - 10 yrs 2,8
US gov'tbond 1 - 3 yrs , US gov'tbond 1 - 3 yrs 1,3
Euro gov't bond 7 - 10 yrs | 2.4 Euro gov't bond 7 - 10 yrs 2,4
Euro gov't bond 1 - 3 yrs 0,7 Euro gov't bond 1 - 3 yrs 0,7
UK gov't bond 7 - 10 yrs 1,7 1 UK gov't bond 7 - 10 yrs 1,0
UK gov't bond 1 - 3 yrs -0,3 UK gov't bond 1 - 3 yrs 2,3
Japan gov't bond 7 - 10 yrs I 1.6 Japan gov't bond 7 - 10 yrs -4,9
Japan gov't bond 1 - 3 yrs 0,2 Japan gov't bond 1 - 3 yrs -6,3

Source: Refinitiv; calculations by Degussa.
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Disclaimer

Degussa Goldhandel GmbH, Frankfurt am Main, is responsible for creating this document. The authors of this document certify that the views expressed
in it accurately reflect their personal views and that their compensation was not, is not, nor will be directly or indirectly related to the recommendations
or views contained in this document. The analyst(s) named in this document are not registered / qualified as research analysts with FINRA and are there-
fore not subject to NASD Rule 2711.

This document serves for information purposes only and does not take into account the recipient's particular circumstances. Its contents are not intend-
ed to be and should not be construed as an offer or solicitation to acquire or dispose of precious metals or securities mentioned in this document and
shall not serve as the basis or a part of any contract.

The information contained in this document was obtained from sources that Degussa Goldhandel GmbH holds to be reliable and accurate. Degussa
Goldhandel GmbH makes no guarantee or warranty with regard to correctness, accuracy, completeness or fitness for a particular purpose.

All opinions and views reflect the current view of the author or authors on the date of publication and are subject to change without notice. The opin-
ions expressed herein do not necessarily reflect the opinions of Degussa Goldhandel GmbH. Degussa Goldhandel GmbH is under no obligation to up-
date, modify or amend this document or to otherwise notify its recipients in the event that any circumstance mentioned or statement, estimate or fore-
cast set forth in this document changes or is subsequently rendered inaccurate.

The past performance of financial instruments is not indicative of future results. No assurance can be given that any views described herein would yield
favorable returns on investments. There is the possibility that said forecasts in this document may not come to pass owing to various risk factors. These
include, without limitation, market volatility, sector volatility, corporate actions, the unavailability of complete and accurate information and/or the cir-
cumstance that underlying assumptions made by Degussa Goldhandel GmbH or by other sources relied upon in the document should prove inaccurate.
Neither Degussa Goldhandel GmbH nor any of its directors, officers or employees shall be liable for any damages arising out of or in any way connected
with the use of this document and its content.

Any inclusion of hyperlinks to the websites of organizations in this document in no way implies that Degussa Goldhandel GmbH endorses, recommends
or approves of any material on or accessible from the linked page. Degussa Goldhandel GmbH assumes no responsibility for the content of and infor-
mation accessible from these websites, nor for any consequences arising from the use of such content or information.

This document is intended only for use by the recipient. It may not be modified, reproduced, distributed, published or passed on to any other person, in
whole or in part, without the prior, written consent of Degussa Goldhandel GmbH. The manner in which this document is distributed may be further re-
stricted by law in certain countries, including the USA. It is incumbent upon every person who comes to possess this document to inform themselves
about and observe such restrictions. By accepting this document, the recipient agrees to the foregoing provisions.
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