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Inflation has remained well below 3% in the United States for nearly a decade despite a record economic 
expansion and supportive monetary policy. Even after unprecedented alterations to the macroeconomic 
landscape in recent months, investors have not seen the significant price level increases that might have been 
expected in theory. This puzzling situation may be at least partially explained by the current relationship 
between money supply and velocity.

When it comes to economic relief efforts in the U.S. during 2020, no entity has been more active than the 
Federal Reserve, which has increasingly relied on open market operations with short-term interest rates near 
zero. Since the start of the pandemic, the Fed has purchased $3.5 trillion in Treasuries, corporate bonds, and 
mortgage-backed securities, and recently announced its intention to press forward with $120 billion per month 
in additional bond buying. The central bank’s balance sheet has now ballooned to over $7 trillion. As a result, 
M2  — a measure of the total money supply that includes narrow money, cash equivalents, and short-term 
deposits — spiked by roughly 25% in 2020, a record year-over-year growth figure.1 The recent M2 surge has 
been accompanied by a decrease in the velocity of money, calculated as the ratio of quarterly nominal GDP to 
the quarterly average of M2 money stock. Put simply, velocity denotes the rate of turnover in the money supply 
and is a gauge of economic health, as higher velocity is usually associated with more robust economic activity. 
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Chart of the Week

Source: Federal Reserve Bank of St. Louis as of December 31, 2020; gray shading indicates recessions

M2 continues to grow while money velocity dips
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Since the beginning of 2020, money velocity has fallen by more than 20%, indicating a strong preference for 
saving vs. spending on the part of the American consumer since the outbreak of COVID-19.

The relationship between money supply and velocity has significant implications for security markets 
going forward, particularly as it relates to inflation. Investors have long been confounded by the absence 
of inflation in the U.S. since low interest rates and M2 growth should lead to higher price levels all else 
equal. Part of the reason for the lack of inflation could be lower levels of money velocity, which has largely 
declined since 2000 amid three significant recessions in the United States. The recent plunge in velocity 
may signal to central bankers that expansionary efforts could be continued in the near term without the risk 
of significant price level increases. As the economic recovery continues, however, velocity will necessarily 
rise, which could lead to interest rate hikes and the tapering of the Fed balance sheet to prevent runaway 
inflation. Investors should be cognizant of the possibility of restrictive monetary policy in the coming years 
as the world lifts itself out of recession.
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NOTE
1 As measured on November 30, 2020.


