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“Monetary policy is not about interest rates; it is about the 
growth of the quantity of (broad) money” Milton Friedman



Money Drives the Business Cycle
Understanding the Transmission Mechanism
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Monetary growth Asset prices
Economic
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Goods & service 

prices

• “Monetary policy is not about interest rates; it is about the rate of growth of 
the quantity of (broad) money.” (Milton Friedman)

• This also means that the transmission of faster or slower money growth is 
mainly through asset prices, not interest rates.
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Monetary growth: the lags in effect

•For illustrative purposes only.
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Monetary Growth Asset prices
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prices

1st Impact

1-9 months

2nd Impact

6-18 months

3rd Impact

12-24 months



Business Cycle Transmission Mechanism 

CASE STUDY OF THE US MONETARY EXPANSION, 2020-21

•For illustrative purposes only.
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Broad Money
growth 

accelerates to a faster 
rate
for a 

sustained period

Asset prices rise 
due to portfolio 

rebalancing effect
of excess money 

balances

Investment up
Consumption up 
Retail Sales up 
Employment up
Unemployment

down

Outcome:
higher consumer 

price 
inflation

Av US M2 
growth 

March 2020 to 
March 2022: 
+17.4% p.a.

S&P500 Mar 23, 
2020 to Jan 3
2022: +114%

CS Home prices
Jan 2020-Jun
2022: +43%

Av Real GDP 
2021-2022: 
+4.1% yoy

Av CPI increase
2021-2022: 
+6.4% yoy



Business Cycle Transmission Mechanism 

CASE STUDY OF THE US MONETARY DOWNTURN, 2022-23

•For illustrative purposes only.

Monetary growth Asset prices
Economic

activity
Goods & service 

prices

Broad Money
growth 

slows to much 
lower  

growth rates

Asset prices 
decline  

Investment down
Consumption down 
Retail sales down 
Employment down
Unemployment up

Outcome:
inflation

slows or may even 
decline (deflation)

US M2 growth 
Mar 2022 to 

Sept 2023: 1.1% 
yoy (av), or 

-1.9% (at 
annualized rate)

S&P 500 Jan 3, 
2022 to Oct 12,
2022(low): -25%
CS Home prices 

Jun 2022 to 
Feb 2023: -5%

CPI increase
to August 2023:

+3.7% yoy

Real GDI in  
2023 Q2: 
-0.5% yoy

(c.f. Real GDP 
in 2023 Q2: 
+2.5% yoy) 


