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What Is the Velocity of Money?

The velocity of money is a measurement of the
rate at which money is exchanged in an economy.
It is the number of times that money moves from
one entity to another. It also refers to how much a
unit of currency is used in a given period of time.
Simply put, it's the rate at which consumers and
businesses in an economy collectively spend
money.
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to help economists and investors gauge the
health and vitality of an economy. High money
velocity is usually associated with a healthy,
expanding economy. Low money velocity is
usually associated with recessions and
contractions.

Velocity of money is a metric calculated by
economists. It shows the rate at which money is
being transacted for goods and services in an
economy. While it is not necessarily a key
economic indicator, it can be followed alongside
other key indicators that help determine
economic health like GDP, unemployment, and
inflation. GDP and the money supply are the two

components of the velocity of money formula.

https://web.archive.org/web/20210626100333/https://www.investopedia...

Economies that exhibit a higher velocity of money

relative to others tend to be more developed. The

velocity of money is also known to fluctuate with
business cycles. When an economy isin an
expansion, consumers and businesses tend to

more readily spend money causing the velocity of

money to increase. When an economy is
contracting, consumers and businesses are
usually more reluctant to spend and the velocity
of money is lower.
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KEY TAKEAWAYS

e Velocity of money is a measurement of
the rate at which money is exchanged in
an economy.

e The velocity of money equation divides
GDP by money supply.

e The velocity of money formula shows the
rate at which one unit of money supply
currency is being transacted for goods
and services in an economy.

e The velocity of money is typically higher
in expanding economies and lower in
contracting economies.
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$100and B enlists A's help in adding new
construction to their home and for their efforts, B
pays another A $100. Individual A now has $200 in
cash. Individual B then sells a car to A for $100
and both A and B end up with $100 in cash. Thus,
both parties in the economy have made
transactions worth $400, even though they only
possessed $100 each.

In this economy, the velocity of money would be
two (2) resulting from the $400 in transactions
divided by the $200 in money supply. This
multiplication in the value of goods and services
exchanged is made possible through the velocity
of money in an economy.

The Velocity of Money Formula

While the above provides a simplified example of
the velocity of money, the velocity of money is
used on a much larger scale as a measure of
transactional activity for an entire country’s
population. In general, this measure can be
thought of as the turnover of the money supply
for an entire economy.

For this application, economists typically use GDP
and either M1 or M2 for the money supply.
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represents the total amount of goods and
services in an economy that are available for
purchase. In the denominator, economists will
typically identify money velocity for both M1 and
M2.

M1 is defined by the Federal Reserve as the sum
of all currency held by the public and transaction
deposits at depository institutions. M2 is a
broader measure of money supply, adding in
savings deposits, time deposits, and real money
market mutual funds. As well, the St. Louis
Federal Reserve tracks the quarterly velocity of

money using both M1 and M2.

Velocity of Money and the Economy

There are differing views among economists as to
whether the velocity of money is a useful
indicator of the health of an economy or, more
specifically, inflationary pressures. The
"monetarists" who subscribe to the quantity
theory of money argue that money velocity

should be stable absent changing expectations,
but a change in money supply can alter
expectations and therefore money velocity and
inflation.
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12/27/2023, 05:11


https://web.archive.org/web/20210626100333/https://www.investopedia.com/terms/t/transaction-deposit.asp
https://web.archive.org/web/20210626100333/https://www.investopedia.com/terms/t/transaction-deposit.asp
https://web.archive.org/web/20210626100333/https://www.investopedia.com/terms/t/transaction-deposit.asp
https://web.archive.org/web/20210626100333/https://www.investopedia.com/terms/t/transaction-deposit.asp
https://web.archive.org/web/20210626100333/https://fred.stlouisfed.org/categories/32242
https://web.archive.org/web/20210626100333/https://fred.stlouisfed.org/categories/32242
https://web.archive.org/web/20210626100333/https://fred.stlouisfed.org/categories/32242
https://web.archive.org/web/20210626100333/https://fred.stlouisfed.org/categories/32242
https://web.archive.org/web/20210626100333/https://www.investopedia.com/terms/q/quantity_theory_of_money.asp
https://web.archive.org/web/20210626100333/https://www.investopedia.com/terms/q/quantity_theory_of_money.asp
https://web.archive.org/web/20210626100333/https://www.investopedia.com/terms/q/quantity_theory_of_money.asp
https://web.archive.org/web/20210626100333/https://www.investopedia.com/terms/q/quantity_theory_of_money.asp
https://web.archive.org/web/20210626100333/https://www.investopedia.com/
https://web.archive.org/web/20210626100333/https://www.investopedia.com/

Velocity of Money Definition

7 of 10

to change, resulting in a weak and indirect link
between money supply and inflation.

Empirically, data suggests that the velocity of
money is indeed variable. Moreover, the
relationship between money velocity and
inflation is also variable. For example, from 1959
through the end of 2007, the velocity of M2
money stock averaged approximately 1.9x with a
maximum of 2.198x in 1997 and a minimum of
1.653x in 1964.

Source: Federal Reserve Bank of St. Louis.

Since 2007, the velocity of money has fallen
dramatically as the Federal Reserve greatly
expanded its balance sheet in an effort to combat
the global financial crisis and deflationary

pressures.
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Velocity of Money: My Favorite Financial Term

Related Terms

Money Supply Definition
The money supply is the entire stock of currency and other liquid instruments in a country's economy as of
a particular time. more

Monetary Aggregates Describes the Types of Currency in Circulation

Monetary aggregates are broad measures of how much money exists in an economy at various levels,
including currency, deposits, and credit. more

What Is Monetarism?
Monetarism is a macroeconomic theory, which states that governments can foster economic stability by
targeting the growth rate of the money supply. more

What is a Monetarist?

A monetarist is someone who believes an economy should be controlled predominantly by the supply of
money. more

Aggregate Demand Definition
Aggregate demand is the total amount of goods and services demanded in the economy at a given overall
price level at a given time. more

M3

M3 is a measure of the money supply that includes M2, large time deposits, institutional money market
funds, and short-term repurchase agreements. more
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