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US broad money and nominal GDP, 1918 - 2019

- Quarterly data, levels in $b.

Only period of falling
money and nominal
GDP = Great Depression
of the early 1930s

Compound annual growth
rates of broad money and
nominal GDP in this period
6.5% and 5.9% respectively.

—Nominal GDP, $b. at annual rate —M3, mid-month of qt.

The same data
presented with a
logarithmic
scale.

The only multi-
year period of
significant falls

in the quantity
of money was
the Great
Depression.




Income velocity of circulation of M3 broad money
inthe USA, 1918 - 2019

WHAT WE
KNEW ABOUT
VELOCITY
JUST BEFORE
CoOVID

This series does not revert to its mean value, which is in fact just
under 1.5. The velocity of circulation is not stationary, contradicting

a central claim - ‘the proportionality postulate’ - of the quantity
theory of money in its simplest version.




Change in M3 velocity in last year in the USA, 1918 - 2019

VELOCITY
JUST
BEFORE
COVID

This series does revert to its mean value, a mere minus
1.0%. With the change in velocity stationary at a low
figure for the mean, the essence of the quantity theory
of money remains valid and relevant.

—Change invelocity in lastyear,% ——Average value of change in velocity, %
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The extraordinary money explosion of 2020

|

In the 2010s money and nominal GDP grew at
virtually identical rates, but in spring and summer
2020 a Fed-engineered money explosion coincided
with a Covid-related fall in nominal GDP.

—Nominal GDP, $b. at annual rate — M3, mid-month of qt., $b.




Income velocity of circulation in the USA, in the
decade up to and including the 2020 money explosion
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Obvious shock
to velocity
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The forecast | made in late March/early April 2020
—that Federal Reserve (and US Treasury) actions
would lead to inflation in the 5% - 10% area —
turned on the expected reversion to mean of (the
change in) money velocity. The evidence for the
stationarity of (the change in) money velocity was
clear and overwhelming from over a century of
data.



1.2

Velocity in the USA before and after Covid

1.1

In spring 2020 | expected velocity to Lo

return towards the value implied by
its previous trend behaviour —and
that is what happened.

Income velocity up to Covid

- - =|I[ncome velocity during Covid and later




The process of mean reversion takes time
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— |ncome velocity up to Covid = = Income velocity during Covid and later




Friedman proposed a roughly two-year lag
between changes in money growth and inflation,
a view which worked well in the latest cycle.
However, it is clear that — in the USA - the level of
velocity had not, even in late 2023, returned to
the pre-Covid figure. (It was about 5% beneath
it.) Monetary disequilibrium — after a shock to
money growth — may persist for up to four or five
years.
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Money growth collapsed in the USA to almost zero

In spring 2022, where

It remains. In summer 2022 |

forecast — correctly — that this made possible
Inflation of as low as 2% by the time of the US

Presidential election.

But | wrongly said a recession

would be needed to deliver that fall in inflation.
Asset prices were weak in late 2022 and early
2023, but have since been resilient or even strong.
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US house prices
still rising in
2023 and early
2024, despite
Zero money
growth at the

US house prices (purchase-only, monthly)
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The mean reversion of velocity: the Eurozone

2019 2020 2021 2022 2023

— [ncome velocity up to Covid

- = Income velocity during and after Covid
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The mean reversion of velocity: the UK
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Key ideas at work

* Key idea in the modern quantity theory of money is the
underlying stability of money-holding behaviour by
households, companies and non-bank financial institutions.

* So the desired ratio of money to income doesn’t change very
much, and neither does the equilibrium velocity of money.

* In practice the data show that the change in velocity (not the
level) is a stationary series, with reversion to the mean, where
the mean value of the change of velocity is low over most
medium and long runs.

* This property of the economy is found universally, so that the
quantity theory of money is an always-and-everywhere
theory.
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