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ESCAPE VELOCITY

For those of you subjected to an economics class or two
in college, somewhere in the dark recesses of your mind
you may remember the phrase “velocity of money.”
Odds are, you forgot this phrase by the time you
returned to your dorm room, as it isn’t exactly cocktail
party chatter. The concept of the velocity of money
deserves attention in our current economic and
financial market settings as we are now seeing
something never seen before. Perhaps the questions
evoked by “velocity of money” are even more important
than the meaning it conveys.

Before we lose you entirely, we promise to do our best
to keep this in plain “English” and make our key points
simple and straightforward. We will start with the
definition of velocity of money. Academically, the
calculation of the velocity of money is: US GDP divided
by US money supply. Very simply, this ratio measures
how fast money “turns over” in the economy. The faster
money turns over, the more vibrant and growing is the
economy.

Importantly, what do we mean by money “turning
over?” We will illustrate this through a hypothetical.
Assuming that a person has just inherited $10,000, they
basically have two choices with that money - to spend
it or to save/invest the funds. If the choice is made to
invest the funds, say in a stock, an exchange is made
with their money for the stock, and that is where the
transaction ends. Alternatively, if the individual instead
choose to spend $2,000 at five different retail outlets,
the money spent provides revenue to the retailers. This
revenue would likely be used to pay the owner a profit,
wages to the business’ employees, rent to the landlord,
and allow the business to buy products from suppliers
(who in turn earn a profit and employ a labor force).
The employees of the retailer and the supplier alike
spend their wages on goods and services, some that are
necessary and others that are discretionary. In essence,
the $10,000 spent by the individual is spent again by
the retailers, the landlords, the owners of the retailers,
the employees of the retailers, the retailers’ suppliers,
and so on. The money “turns over” when spent, which
is not the case of what happens when it is invested in an
investment asset that is simply held or put into a savings
account. Since GDP represents the total number of
transactions in the US, the more money turns over, the
greater should be GDP growth.
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Historically, the velocity of money has increased during
periods of good economic growth and has declined
during recessions. So where do we find ourselves now?
As we said, we are witnessing something we have never
seen before. The velocity of money in the US rests at
an all-time low, as money has never “turned over” more
slowly in the US than we see now, as evidenced in the
chart below.
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There are a number of reasons why we are experiencing
the phenomenon of money turning over at the slowest
pace in our Nation’s history. First of all, we need to
remember that the Fed has enabled an incredible
increase in the money supply over the last 7 years.
Since money supply is the denominator of the velocity
of money calculation, this has acted to drag down the
ratio. Second, affecting the numerator of the velocity
of money calculation, we need to remember that in the
current cycle we have experienced the slowest GDP
growth rates during an economic expansion in the last
half century. Despite Herculean expansionary monetary
policy efforts by the Fed, the economy has barely
muddled through, due primarily to tepid consumption.

Consumption, or lack thereof, has been a key issue for
the US economy in the current cycle. The year-over-
year change in US personal consumption expenditures
in the current cycle has been the slowest in a half
century, as households continue to repair their balance
sheets. Additionally, income inequality is another major
issue. The top 1% wealth bracket spends maybe 5-10%
of their income, while the lower end of the wealth
bracket can easily spend up to 100% (or more) of their
annual income. We have spoken many times about the
anomalistic subdued wage growth in the current cycle,
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that has hurt low income earners but added to the
income of the wealthy. All of this is factored into the
recent GDP numbers.

Furthermore, business consumption (capital spending)
has been nothing short of anemic in the current cycle.
Corporations have spent money on stock buybacks and
dividend increases as opposed to building, plant,
equipment and other fixed assets. Stock buybacks do
not create money turnover, as does spending on fixed
assets and inventory. This lack of business spending has
also contributed to the plunging velocity of money.

Is it possible that the Fed themselves are at least partly
responsible for the implosion of money velocity in the
US? Could it be that the very folks telling us they must
keep interest rates near zero to stimulate economic
growth that has been elusive for seven years now were
actually part of the problem? To answer these
questions, we will look at an interesting relationship
between the velocity of money and the Federal Funds
Rate. The diagram below depicts the velocity of money
in the top chart against the Federal Funds Rate, which
of course is the handiwork of the Fed in the bottom
chart.
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As we look at the historical relationship, the velocity of
money has increased in each economic cycle right
alongside interest rates. In a vibrant economy, money
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turns over faster (velocity increases) and the Fed has
naturally acted to raise interest rates in each economic
cycle to moderate growth. The two have gone hand in
hand...until the current cycle. As there has been no lift
in interest rates in the current cycle, the velocity of
money has continued to plumb new historic lows. Just
what is the connection here?

Although the Fed has deemed it appropriate to keep
interest rates at generational lows for seven years now
in order to hopefully spark economic growth,
simultaneously, this has deprived a former income
stream to safe investors. Think about retirees formerly
invested in CDs or Treasury Bonds. Eight or nine years
ago they could have earned 5% in a money market fund,
today that number may be 0.15%. Deprivation of
income is most certainly a cause of tepid consumption.

Maybe more importantly, the Fed’s actions have caused
the “hoarding of money.” Let’s say you had $1 million in
the bank. At 5% interest, nine years ago one could have
earned $50,000 in annual income. At 0.15% today, that
earnings number has dropped to $1,500, before tax. So
the question becomes, for that low a return, why tie up
cash at all? Why not just hold cash in anticipation of
some type of a forward investment opportunity? There
is no question that today cash is being held for safety
reasons and investment opportunities of tomorrow.
Please remember, holding cash means that money will
never “turn over” in the real economy. It's contribution
to velocity, and hopefully greater GDP growth, is zero.

Is this an unintended consequence of the Fed
experiment to hold interest rates at generational lows?
Is this actually contributing to subdued economic
growth? Maybe the best we can say is that for now the
current cycle is out of step with historical experience.

Again, the velocity of money is not a term you are going
to hear on CNBC or the mainstream financial press on a
daily basis. However, it is a character point reflection of
economic vibrancy that is little discussed, but very basic
in nature. The velocity of money is a statement on
consumer confidence.

So, just how could policy makers positively influence the
velocity of money? One example would be for the US
to embark on an infrastructure spending program. The
spending would certainly generate jobs and influence
broader-based consumption of those employed to
carry out the program. Instead, we have relied on the
Fed over the entirety of this cycle to print money and
buy financial assets, something that does not contribute
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to monetary velocity at all. We see exactly the same
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