
Let’s talk about inflation, but not in 
the usual way newswire would do, 

which is just to provide some narratives 
– we will do some expository work. 
We know that inflation expectations 
have been rising lately, but that Core 
CPI has been relatively tame so far. 
So actual inflation was not the issue 
when the equity market broke down 
sharply a few weeks ago – but inflation 
expectation was. So what pushed up 
inflation expectations in the first place? 
We believe we have some answers. 

There was a potentially important 
development in inflation-related 

issues sometime in November, but 
not a great lot of market analysts paid 
attention to it. It was mostly overlooked 
because not many analysts understand 
monetary velocity (MV). In November 
2017, the MV put in a bottom, but it was 
way too early to tell (at that time) if the 
incipient uptrend in MV would develop 
in such a way that it could eventually 
cause an adverse reaction in the market. 
Unfortunately, we should have taken 
more proactive steps, as we believe 
now that it probably contributed to the 
equity market break a few weeks ago. 

The development in MV was totally 
ignored by the market, but that 

probably stems from the fact that 
monetary velocity is not very well 
understood. And not a great lot of 
analysts are interested in MV in the first 
place, so the event came and went, and 
we understand its significance only after 
the fact. Some people think that money 
velocity – the number of times a unit of 
money is transacted in a year, on average, 
in a given economy – is somehow tied 
to nervousness about the economy or 
is related to money demand. This was 
brought about by the spectacular decline 
of money Velocity during the Great 
Financial Crisis (GFC). Many observers 
attributed that to savers stuffing dollar 
bills in the proverbial mattress. While 
investor or consumer proclivity to save 
money during a financial crisis is a fact, 32
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that kind of behavior was not the direct 
cause of why MV fell during the GFC. 

The main cause of changes in 
monetary velocity is framed 

preference and is relatively simple: 
when the cost of holding money is 
high, we prefer to hold less of it (put 
it in an interest bearing account), and 
when the cost of holding money is 
low, we don’t mind holding more of 
it. In the last case, it can be said that 
the interest yield in a savings account 
is not significantly higher that the 
convenience yield of having the money 
at hand. This is not a new discovery; 
Milton Friedman first noticed this in the 
1960s. Monetary economists describe 
MV as the “inverse of the demand for 

real cash balances,” and the demand 
for such balances depends of course 
on the relative cost of cash balances 
relative to other investments (savings 
interest vs convenience yield). The 
operative framed preference can be 
easily demonstrated. We plot the data 
of a sufficiently high interest yield (5-
yr bond yield as proxy) against MV, see 
2nd chart above.

This  chart shows this relationship. 
It’s easy to envision the effect of 

the framed preference. When interest 
rates are at 6% (as an example), then 
money does not sit idle for very long or 
accumulate without limit in your current 
account – you will invest those monies 
in, say, a 5-year Treasury Note (another 
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example), rather than earn basically 
nothing in a checking account. But when 
interest rates are at 1%, the urge to do 
so isn’t as much. In this situation, having 
the cash available anytime offsets the 
meager 1% interest rate alternative. 

The two previous MV charts make 
this clear: interest rate moves 

tend to precede movements in money 
velocity, which is what we would 
expect from a causal relationship such 
as this – there is a positive correlation 
between interest rates, and interest 
rates are the lead variable in the 
relationship. The MV conundrum 
during the GFC becomes clear – MV 
plunged simply because interest rates 
fell, taking away the incentive to invest 
longer-term.

And this is where the link between 
interest rates and MV becomes 

significant -- changes in money velocity 
(RoC) cause changes in inflation. Higher 
interest rates push changes in Money 
Velocity higher, which in turn, pushes 
up Core CPI. Then it is easy to see why 
rising interest rates push up Core CPI 
after a lag, via the MV transmission 
link (see 1st chart on this page).

The relationship between these 
three variables is very reflexive, as 

interest rates are affected by inflation, 
or more properly by the expectations 
of inflation. And expectations about 
inflation tend to follow actual, realized 
inflation. This is where it becomes 
scary, rising interest rates, and more 
importantly rising money velocity, 
create a very unfortunate backdrop 
of rising inflation. This is the origin of 
the persistence of the trending nature 
of inflation and its concomitant ‘long 
tails’: higher rates create higher velocity, 
which creates higher inflation, which in 
turn, cause higher rates. However, the 
converse has been true, and for nearly 
40 years money velocity, interest rates, 
and inflation have been falling -- 40 
years of bliss for monetary policymakers. 

If you combine changes in money 
velocity with other growth variables, 

you can easily see why Core CPI will be 
persistently ascendant in 2018. The M2 
Money Supply is not the only monetary 

aggregate that has the same predictive 
properties – the Zero Maturity 
aggregate (MZM) also does the same 
job and has the advantage of sharp 
inflection points (see 2nd chart above). 

You can also add the US GDP to round 
up your CPI forecasting toolbox, and 
that also provides satisfactory results 
(see 3rd chart above) – Core CPI will be 
rising during most of 2018.


