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Abstract

Main purpose of present paper rests in the subject of inflation its key factors from both
monetary and macroeconomic outlooks. Despite considerable interest from academia, its practical
implications can be even greater. In terms of research methodology, it is a concise meta-analysis
of the existing body of work on the matter, summarizing the prevailing sentiment among
researchers and the threats of lagged inflation following rapid money supply expansion. Both
theoretical frameworks as well as empirical observations are considered, and make for a
compelling case that the ballooning broad money supply may indeed overflow at least into select
asset classes, or their isolated “pockets” (commonly referred to as liquidity traps) — and may
indeed pose spillover effects into other asset classes, ultimately pushing CPI inflation upwards.
As such, it appears to pose moderate threat to modern economies, including but not limited to the
Eurozone, the United States and Japan, in the foreseeable future. In view of the aforementioned
theories and observations, it becomes apparent that a host of factors, from credit expansion and
money velocity to interest rates and per-capita income, can (and indeed do) have inflationary
impact. As such, the risk of inflation breakout is entirely real, and programs such as UBI may
very well kickstart the process — despite good intentions.

For citation
Makhmudov Askar, Makhmudov Alibek (2019) Monetary and macroeconomic factors of
lagged inflation. Ekonomika: vchera, segodnya, zavtra [Economics: Yesterday, Today and
Tomorrow], 9 (6A), pp. 240-247.

Keywords
Monetary policy, quantitative easing, interest rates, savings, spending, money velocity,
liquidity traps.

Askar Makhmudov, Alibek Makhmudov

Publishing House "ANALITIKA RODIS" (analitikarodis@yandex.ru) http://publishing-vak.ru/



Economics and management of a national economy 241

Introduction

Taking a brief look at monetary history of the past century, it’s hard to overlook the perils of
hyperinflation. From Weimar Republic (1921-1922) to Soviet Union (same period) and Venezuela
(2016-present), it takes little guessing that inevitably, untamed expansion of broad money supply
crawls up the ladder of inflationary flood gates — until overflowing, if not outright breaking —
boundaries of normal CPI range into twilight zone.
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Ilustration 1

Conventional logic suggests — and indeed lines up — with Milton Friedman’s famous quote that
“inflation is always and everywhere a monetary phenomenon” (Friedman, 1970). Similarly, linear
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regressions based on the empirical data between 1960 until 2007 suggest that for each 1 percent increase
in monetary base MO, inflation increases by 0.54 percent (Arias & Wen, 2014). Ten years since,
however, M1! money supply has more than doubled in the USA, Eurozone and Japan, as seen in the
illustration 1 (blue line). That said, rapid growth of broad money supply across world’s top economies
paints a rather unsettling picture.

Despite the largely declining CPI inflation in the USA, Eurozone and Japan, as seen in
illustration 1, it occurs just as M1 money supply maintains its upward course since the first days of
post-global financial crisis (GFC) quantitative easing (QE) program in 2009 — with no end in sight.

The trend has held up rather well in most industrialized economies over the last decade — and yet,
one would may wonder: a) “where did all the money go?” and b) “when, if ever, will the levee break?”
This paper aims at answering these questions, based on the existing research and relevant theories in
monetary economics.

Velocity Factor

M*V =P *Q

Money Velocity Price Real
Supply of Level GDP
Money
Nominal GDP

Bought by Buyers

lustration 2

The odd phenomenon described above is not exactly new to classical economists — at least to
proponents of the Austrian School, such as Hayek, Hazlitt or Paul. The latter contends that “any bank
credit inflation sets up conditions for boom-and-bust; there is no need for prices to actually rise” (Ron
Paul, 1983).

Indeed, by focusing on money supply expansion alone, we are missing a major ingredient of CPI
inflation, namely: money velocity — as seen in Irving Fisher’s Exchange Equation (illustration #2)
above. Assuming we fix real GDP (Q?) as a control variable, aggregate price level P would then depend
on both money supply M and the velocity of money V.

Any increase in M, therefore, would have to be proportionally offset by a decrease in V — which is
precisely what is happening today — as indeed, the slope of GDP growth of Eurozone and the United
States has remained similar over the past decades (illustration #3).

1 At a glance, it may seem like comparing apples to oranges. However, due to the pending transition towards cashless
payments worldwide, ignoring funds parked in depository institutions (M1) can underrepresent total liquid mass in the
economy.

2 Represented in QTM as the aggregate volume of transactions (T) in the economy instead — which may be more
accurate, albeit harder to measure.
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Illustration 3

Keynesian Factor

Having singled out the factor of money velocity, and its unique role, akin to a “titan holding up”
(technically down) the massive weight of swelling money supply and consequent inflation — it then
begs the question, why the slowdown? As noted by researchers at Hoover Institution, Stanford, and the
Federal Reserve Bank of St Louis, “sharp increases in risk premia [...] and decreases in M2’s velocity
were signatures of the onset of the Great Depression and the Great Recession.” (Anderson, Bordo,
Duca, & Anderson, 2015). Again, we have seen both factors play out in the aftermath of the GFC until
2013-2018, whereby first Federal Reserve, and now ECB, had both suspended QE policies, in favor of
a somewhat hawkish stance towards interest rates and money printing.

Loosely speaking, the speed of money changing hands on goods and services has slowed down. In
turn, this leads us to the second question — namely, “when, if ever, will the levee break?”” While there
is no honest way to put dates on said question, it is worth asking instead, “what can break it?”” Simply
put, which factors are likely to boost money velocity — and how likely is it to cause CPI inflation?

The question itself, as you have likely noticed, treats money velocity V as a variable, rather than
constant. Which is fair, granted it is represented thus in the Exchange Equation itself — and yet,
Keynesian take on Quantity Theory of Money (QTM) deems V, along with volume of transactions T,
to be constants in the short run [Barone, 2019].

A host of economists, however, have challenged said assumption both theoretically and empirically
[Thornton, 1983] — correctly pointing out that in effect, the former depends on consumer confidence
and spending which, unsurprisingly, tend to fluctuate. Keynes did, however, treat money as a
commodity — supply expansion of which should, in theory, proportionally decrease its marginal utility
[Barone, 2019]. In his overview of QTM, Adam Barone also highlights the popular — albeit disputed —
assumption of Keynesian economists, which treats economic activity (or its proxy, V) as a function of
money supply M. Known commonly as “wealth effect”, it is arguably the reason behind gquantitative
easing efforts on behalf of the ECB and Fed. Years on, however, we are yet to see V spike across the
US, Eurozone and/or Japan. Or are we?
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External Factors

In an empirical analysis, conducted by A.E. Akinlo, it was discovered that current exchange rate
had an inverse impact on money velocity (V) in Nigeria. Per capita income was shown to yield
significantly positive impact on V in the country (Akinlo, 2012). The author highlights long-term nature
of the said phenomena, which reaffirm the fundamental tenets of the QTM, and serve as a warning sign,
if not restraining factor, for Nigerian Naira (NGN) money supply expansion.

Another factor which, by its very definition, has direct impact on V, or the speed of money changing
hands, is the consumers’ willingness to spend (rather than hoard) their money. In the US, it is commonly
tracked via Consumer Confidence Index.

Consumer Confidence Index

\ Bush elected

V\'\ M ~ /\.‘"\/wf\"‘l Obama elected /
f \, /\ f \/ V\]U,: V \ / J"U\"\/‘w’/\
\ VAl
\V/‘ f’v\/\’/‘/\ : Trump elected
Illustration 4

As seen in lllustration 4, the latter has nearly recovered from the GFC, and points towards the
possibility of the increase of V in the near future. Paired with the former Fed chair’s comment about
using “helicopter money” as a stimulus of last resort [Bernanke, 2016] the possibility becomes more
plausible. In fact, a candidate for the 2020 US Presidential elections, Andrew Yang, has already
converted that into his campaign’s focal point — in his case, a universal basic income (UBI)
proposition®, offering a $1000 payout per citizen per month [Clifford, 2018].

Liquidity traps

It also appears that certain asset classes have absorbed much of the inflationary shock from QE. As
seen in the following examples (illustrations 5 and 6) from the USA, tech equities and housing, albeit
to a lesser degree, have appreciated greatly on the wave of freshly “printed”” money — that may reflect
the investment choices that financial institutions made as beneficiaries of QE stateside within the last

% For citizens aged 18 and above, partly funded by a proposed automation tax
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10 years. As such, they are sometimes referred to as liquidity traps, due to their large impact on the
economy in the event of massive selloff(s).
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Illustration 5

Fractional reserve lending

Last but not least, it helps to address the elephant in the room: fractional reserve lending: the
process, that allows private banks to loan out the entrusted funds, up to the level not exceeding 1 minus
reserve ratio (typically set between 10-20%), while actually extending credit for the funds they no
longer possess [McLeay, Radia, Thomas, 2014] on hand. From monetary implications to systematic
fragility (e.g. possibility of bank runs), it gained much criticism from academia including prominent
economists such as Hayek, Fisher, Simons and Minsky [Turner, 2013] and even policymakers, such as
former US congressman Ron Paul — but remains ubiquitous today. Ceteris paribus, it exerts further
inflationary pressure — at least from Fisher’s perspective.

Conclusion

In view of the aforementioned theories and observations, it becomes apparent that a host of factors,
from credit expansion and money velocity to interest rates and per-capita income, can (and indeed do)
have inflationary impact. As such, the risk of inflation breakout is entirely real, and programs such as
UBI may very well kickstart the process — despite good intentions.

References

1. Akinlo A.E. (2012) Financial Development and the Velocity of Money in Nigeria: An Empirical Analysis. The Review
of Finance and Banking, 4(2), pp. 97-113.

2. Anderson R.G. et al. (2015) Money and Velocity During Financial Crisis: From the Great Depression to the Great
Recession. Journal of Economic Dynamics and Control, 81(C), pp. 32-49. https://doi.org/10.3386/w22100

3. Arias M.A., Wen Y. (2014) The liquidity trap: An alternative explanation for today’s low inflation. Available at:
https://www.stlouisfed.org/publications/regional-economist/april-2014/the-liquidity-trap-an-alternative-explanation-
for-todays-low-inflation [Accessed 06/06/2019]

4. Barone A. (2019) What is the Quantity Theory of Money.

5. Bernanke B. (2016) What tools does the fed have left? Part 3: helicopter money. Available at: https://www.brookings.edu/
blog/ben-bernanke/2016/04/11/what-tools-does-the-fed-have-left-part-3-helicopter-money/ [Accessed 06/06/2019]

6. Clifford C. (2018) Andrew Yang wants to run for-president promising free cash handouts. Available at: https://www.
cnbc.com/2018/04/11/andrew-yang-wants-to-run-for-president-promising-free-cash-handouts.html [Accessed 06/06/2019]

Monetary and macroeconomic factors of lagged inflation


https://www.stlouisfed.org/publications/regional-economist/april-2014/the-liquidity-trap-an-alternative-explanation-for-todays-low-inflation
https://www.stlouisfed.org/publications/regional-economist/april-2014/the-liquidity-trap-an-alternative-explanation-for-todays-low-inflation
https://www.brookings.edu/blog/ben-bernanke/2016/04/11/what-tools-does-the-fed-have-left-part-3-helicopter-money/
https://www.brookings.edu/blog/ben-bernanke/2016/04/11/what-tools-does-the-fed-have-left-part-3-helicopter-money/
https://www.cnbc.com/2018/04/11/andrew-yang-wants-to-run-for-president-promising-free-cash-handouts.html
https://www.cnbc.com/2018/04/11/andrew-yang-wants-to-run-for-president-promising-free-cash-handouts.html

246 Economics: Yesterday, Today and Tomorrow. 2019, Vol. 9, Is. 6A

7. Friedman M. (1970) The counter-revolution in monetary theory. Institute of Economic Affairs. London.

8. McLeay M., Radia A., Thomas R. (2014) Money Creation in the Modern Economy. Bank of England Quarterly Bulletin,
(1), pp. 1-14.

9. Ron P. (1983) The Case for Gold. Auburn, AL: Ludwig von Mises Institute.

10. Thornton D.L. (1983) Why Does Velocity Matter? Available at: https://pdfs.semanticscholar.org/051c/7ad7ae80e56
c90dd9bc3h7152f821a73c10a.pdf https://doi.org/10.20955/r.65.5-13.wxn [Accessed 06/06/2019]

11. Turner A. (2013) Credit, money and leverage: what Wicksell, Hayek and Fisher knew and modern macroeconomists
forgot. Stockholm: Stockholm School of Economics.

JleHesKHO-MaKPOIKOHOMUYeCKHEe (PAKTOPHI JJATEHTHOM UH(IALUU

Maxmynos Ackap

Kannumat sKOHOMHUYECKUX HayK,

JOIIeHT 3arnaHo-Ka3zaxcTaHCcKoro HHHOBAIMOHHO-TEXHOJIOTHYECKOTO YHUBEPCHUTETA,
®uHaHcoBbIN yHUBepcuTeT npu [IpaBurenscte Poccniickoit denepanuu,

125993, Poccuiickas @eneparnus, Mocksa, ipoct. Jleaunrpaackwmid, 51;

e-mail: Makhmudov@mail.ru

Maxmynos Anudex

CryneHr,

Hotrunremckuii yausepcurer Hun6o,

Kuraiickass Haponnast Pecniy6nuka, mpoBunnmst Yxa13sH,
Hun6o, paiion Uapwxoy, yi. Bocrounsrii Taiikanr, 199;
e-mail: Makhmudov@mail.ru

AHHOTANUA

OcHoOBHas 11e/1b JAHHOM CTaThU — OCBEIICHUE MpeAMeTa HHMIIANK U € KIIFOUYEeBBIX (haKTOPOB
C MOHETApHOW W MaKpPOIKOHOMUYECKUX TOYEK 3peHHs. HecMOTps Ha 3HAYMTEIbHBIA UHTEPEC K
BOIIPOCY B aKaJEMUYECKUX Kpyrax, €ro MpakTUUeCKHe MOCIEICTBHS MOTYT ObITh 3HAYUTEIHLHBIMU
JUIsl BCEX SKOHOMHMYECKHX CyOBeKTOB. KacaTrembHO METOOJIOTMH HCCIICIOBAHMS 3TO CXKATBIM
MeTaaHallu3 IOCTYMHBIX paboT MO JAaHHOMY BOIIPOCY, 000010l mpeodiaaroniie HacTPOSHUs
Cpeou uccienoBaTeNiel M Yrpo3 JIaTeHTHOM WHQIALMM, CIEAYIONe Bciea 3a CKOPBIM
pacliupeHreM JIEHe)KHOM Macchl. PaccmaTpuBas Kak TEOPETUYECKHE TMPUHIMIBI, TakK H
SMIUPUYECKUE HAOIIOEHUS, CTaThsl IPUXOIUT K PSAAY 3aKIIOUEHUHN, B TOM YHCIIE K BO3SMOXHOCTH
MH(IIAIMOHHOTO POCTA, BBI3BAHHOTO PACIIMPEHUEM IMHPOKON JECHEKHOW MAacCChl, B OT/ICIbHBIC
KJIacChl AKTUBOB WJIM B WX H30JUPOBAHHBIE «KapMaHbD» (OOBIYHO Ha3bIBA€MbIE JIOBYIIKAMU
JUKBHUJIHOCTHU) — BIOCJEICTBUU JBUTAsl 3a COOOW IMpouHe KIacChl aKTUBOB, B KOHEUHOM HTOTE
noarankuBas uHusanuo UIIL Beepx. Takum obpa3zom, B 0003puMoM OyIyIIEM OH MPEICTABIISIET
YMEPEHHYIO yIpo3y Uil COBPEMEHHOM YKOHOMMKH, BKJIIOUYasl, HO HE OrpaHU4YuBasCch, EBpO30HO,
CoemnnennbiMu llTatamu n SInonuei.
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