If the Velocity of Money Picks Up Will
Inflation Soar?

Velocity of Money vs CPI
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Let's explore the question with a definition of velocity and the related variables.
Velocity of Money Definition

The St. Louis Fed Defines Velocity as the ratio of GDP to Money Supply.

There are several components of the money supply,: M1, M2, and MZM (M3 is no longer
tracked by the Federal Reserve); M1 is the money supply of currency in circulation (notes
and coins, traveler's checks [non-bank issuers], demand deposits, and checkable deposits). A
decreasing velocity of M1 might indicate fewer short- term consumption transactions are



taking place. We can think of shorter- term transactions as consumption we might make on an
everyday basis.

The broader M2 component includes M1 in addition to saving deposits, certificates of deposit
(less than $100,000), and money market deposits for individuals. Comparing the velocities of
M1 and M2 provides some insight into how quickly the economy is spending and how
quickly it is saving.

MZM (money with zero maturity) is the broadest component and consists of the supply of
financial assets redeemable at par on demand: notes and coins in circulation, traveler's checks
(non-bank issuers), demand deposits, other checkable deposits, savings deposits, and all
money market funds. The velocity of MZM helps determine how often financial assets are
switching hands within the economy.

Shaky Ground

The Fed is on shaky ground. M1 consists of demand deposits (checking accounts). Demand
deposits are supposedly available on demand but money most think of as being in their

account is not there at all.

Regulations allow banks to move money in checking accounts to other accounts for overnight
lending in a process called Sweeps.

The Fed used to publish Sweeps Data but stopped doing so on January 17, 2014.

Since then, M1 is artificially low and M2 artificially high. I reconstructed M1 and M2 for a
while, but money is now so distorted by Fed actions it's not worth the bother except to note
that neither M1 nor M2 are what they claim to be.

Velocity

There is M1 velocity (distorted), M2 velocity (distorted), M3 (discontinued), and MZM
(extremely distorted) velocity.

M2 Velocity is what most economists mean when the word velocity is used so lets start there.
V=GDP /M2

It's important to note that velocity has no independent life of its own.

GDP can be thought of as Prices * Transactions or (P * T).

This leads us to

V=FP*T)/M2

Observations

e Velocity can rise if prices fall if the number of transactions goes up.
e Velocity can rise if prices stay the same and M2 goes down.



e Velocity can fall if prices rise if M2 goes up
o Velocity can fall if prices rise and the number of transactions drops.

Key Points

1. Prices can rise, fall, or stay the same, no matter what velocity does.

2. Velocity does not determine prices.

3. Velocity does not determine or even influence anything at all.

Myths Die Hard

I have discussed all this before, but the topic comes up again and again.

Kan Nishida @KanAugust - Sep 21

~ What will happen when the money is not used (velocity of
money is low, blue below) but more money is coming in
(currency in circulation is super high, orange below)????

History tells us one thing... (s s s
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’ Don Vito @don_sonderman - Sep 26
ATL money velocity. This tells us the people are transacting less
and saving more. Given the deflationary nature of btc and the
inflationary nature of dollar, as soon as the velocity of money
starts rising again, price indexes will explode. The savings in fiat
dollar will...
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Richard Duncan
Richard Duncan says "Velocity is no longer relevant."
That is true, but was velocity was ever relevant?

Not Much of a Relationship



Velocity vs CPIl 1960-Present

FRED -# — velocity of M2 Money Stock (right)
— Consumer Price Index for All Urban
Consumers: All Items in U.S. City Average (left)
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A Fred post on M2 Velocity and Inflation accurately concludes "there is not much of a
relationship."

A Fred scatter plot came to the same conclusion.

The Fred chart is similar to mine. I used year-over-year percentage change comparisons to
put everything on the same scale.

From 1960 until 1971 the US was still on a quasi-gold standard. What about earlier?

Velocity 1910-Present
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Velocity 1910-Present
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Fred has a Historical Chart of Velocity that dates from 1869 to 1966.

To that chart I added year-over-year M2 velocity and year-over-year CPI.

Even in the 1920s, on a gold standard, there are periods when velocity and the CPI went in
opposite directions.

Part of the problem is how to measure inflation.

Is inflation best measured by consumer prices (CPI), producer prices (PPI), the Fed's
preferred measure of Personal Consumption Expenditures (PCE) or something else?

None of those measures directly contain housing prices (now), but they used to.
Changing Meanings

The Definition of Inflation has changed dramatically over time.

o 1864: Webster's American Dictionary of the English Language in 1864, prices had
been scuttled. According to that dictionary, inflation is: "undue expansion or increase,
from over-issue; -- said of currency."

o 1934: Disproportionate and relatively sharp and sudden increase in the quantity of
money or credit, or both, relative to the amount of exchange business.

o Now: Higher prices



My Inflation Definition
Inflation is an increase in money supply and credit, with credit marked to market.

I use that definition because that is how the economy works. Banks stop lending when they
are capital impaired or they perceive there are no good credit risks.

Measurement Problem
A huge measurement problem exists. The Fed suspended mark-to-market accounting. Assets
on the balance sheets of banks are now easily marked to fantasy. But fantasy prices won't last

forever.

Another credit crunch (deflation) is on deck when asset prices fall. Meanwhile, that is why
the Fed stepped up to the plate with a myriad of lending facilities.

The Fed Now Owns Over $2 Trillion in Mortgages, What Else?

For discussion of illegal Fed tactics, please see The Fed Now Owns Over $2 Trillion in
Mortgages, What Else?

Circling Back to Velocity

We can surmise velocity is falling because money supply is soaring and prices didn't. But
velocity did not cause that. It is a result, not a cause.

Even if velocity picks up, prices may not. And what prices are we measuring anyway?

Velocity is a useless, inconsistent measure of something that has morphed over time yet
never had an independent existence of its own.

Attempting to predict prices from velocity or velocity from prices is a fool's mission.
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35 days till election. Excellent question. [ have seen food price inflation, especially around
beef but almost none in a lot of other things, very curious. And at this point, how can anyone
or any business be a good credit risk?

16 days till Boris Brexit Bonanza.
3 days till mass layoffs begin.



