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Inflation
percentage change in an economy’s overall price level

πt ≡
Pt − Pt−1

Pt−1
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Brazilian hyperinflation

From Góes (2012) “A Beginner’s Guide to Brazilian Economic Idiosyncracies” The SAIS
Europe Journal of Global Affairs, Volume 15.
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https://www.saisjournal.eu/DOCUMENTS/VOLUMEPDFS/D884F7C4-A544-D6C2-70A34E41537D7EA8.pdf
https://www.saisjournal.eu/DOCUMENTS/VOLUMEPDFS/D884F7C4-A544-D6C2-70A34E41537D7EA8.pdf


Stories of hyperinflation (i)
People had to rush to the supermarket as
soon as they got their paychecks because
prices increased twice a day!

Businessmen were buying whatever they
could to “store value” even trucks... can you
imagine... Typically cars and trucks are a
horrible investment because they depreciate
as they get out of the dealership lot.
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Stories of hyperinflation (ii)
The government tried price controls... the predictable consequence was shortages in most
supermarkets. My mom had to buy formula in the black market for premium (beyond price
controls) in order to find the product. (The cute rabbit is me under hyperinflation).
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Stories of hyperinflation (iii)
Then Treasury Secretary (and future President) Fernando Henrique Cardoso introduce a
new currency, the Brazilian real. A team of U.S. trained economists, notably future
Treasury Secretary Pedro Malan in the background.
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Brazil is obviously not the only country that went through a
hyperinflation...

Germany, Hungary, Poland, Bolivia, Argentina, Somalia, Venezuela, Russia, and many
others...
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...but the quality of central banks improved and the share of countries
with high inflation decreased

Percent of Countries Experiencing High Inflation (Figure 8.3 of your textbook)
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The great inflation in the U.S. (and then again)

https://fred.stlouisfed.org/graph/?g=17wAB
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https://fred.stlouisfed.org/graph/?g=17wAB


The great disinflation in the U.S.

https://fred.stlouisfed.org/graph/?g=17wAP
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https://fred.stlouisfed.org/graph/?g=17wAP


The great disinflation in the U.S.... also caused a recession

https://fred.stlouisfed.org/series/UNRATE
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https://fred.stlouisfed.org/series/UNRATE


Correlation is not causation but...
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How to measure prices over time?

- One way to compare prices across time is to adjust for average changes in prices
across times using some price index.

- For instance, if we want to know the price of some good i in 1950 and want to know
what is the equivalent price of that good in 2018 prices, we can adjust for the average
change in prices between those years:

Pi,2018︸ ︷︷ ︸
price of i
in 2018

= Pi,1950︸ ︷︷ ︸
price of i
in 1950

× P2018

P1950︸ ︷︷ ︸
ratio of price

prices between 2018
and 195
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How to measure prices over time?

- Suppose you know 1 gallon of gas was $0.29 in 1950

- You also know that the consumer price index for 2018 is P2018 = 100 and for 1950 is
P1950 = 9.59.

- This means that, on average, prices grew P2018−P1950
P1950

= 942% between those years!

- This is enough information to calculate the price of gasoline in 2018 dollars:

Pgasoline,2018 = Pgasoline,1950
P2018

P1950
= $19500.29 × $2018100

$19509.59
= $20182.82
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What is money?
Three traditional functions
1. medium of exchange
2. unit of account
3. storage of value

Many different items have served that role over history:
- gold, silver, copper;
- grains;
- paper currency;
- digital bits (that’s us!);
- shells;
- rocks in the ocean.
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Stone money in the Yap Islands
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Stone money in the Yap Islands
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What is money?

Money as a good may not have a use or
an end itself...
... but it facilitates economic transactions becoming the reference
price in the economy.

The fancy word for that is that money is the numéraire good in the
economy.
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The Quantity Theory of Money
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An introduction to Monetary Economics
Milton Friedman
1912-2006

Nobel Prize in Economics, 1976
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Measures of Money Supply

Different Measures of Money Supply in January 2019 (billions of dollars)
C Currency 1,710
MB Monetary Base (currency + reserves) 3,350
M1 Currency + demand deposits (e.g. checkings accounts) 3,740
M2 M1 + savings accounts + individual money mkts accounts 14,470
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The Quantity Equation

This is an accounting identity, always holds true!

Mt︸︷︷︸
money supply

· Vt︸︷︷︸
velocity

= Pt︸︷︷︸
price level

· Yt︸︷︷︸
real GDP
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The Quantity Equation (in growth rates)

This is (still) an accounting identity, always holds true!

gPt ≡ πt = gMt + gVt − gYt

This requires an assumption that gVt = 0, so it is no longer an
identity, it is now a theory...

gPt ≡ πt = gMt − gYt

Inflation is always and everywhere a monetary phenomenon
– Milton Friedman
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QTM works well over the long run...
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QTM works well over the long run...
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...and it also seems to hold in simple economies...
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...and it also seems to hold in simple economies...
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...but breaks down over the short run (monthly vs 5-year)
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Why would the Central Bank “print too much money”?

- Government budget constraint:

G︸︷︷︸
uses

= T︸︷︷︸
taxes

+ ∆B︸︷︷︸
bonds

+ ∆M︸︷︷︸
money

- Printing money to finance fiscal expenditures is called seigniorage or the inflation tax...

- Historical origins is literally making gold coins smaller...
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What happened when the Somali government collapsed and the
market was flooded with banknotes? A natural experiment
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...the exchange rate of shillings converged to the marginal cost of
printing another banknote! Inflation kicked in and seigniorage gains
eventually disappeared!
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How do governments constrain this fiscal inflationary impulse?
Persistent high inflation is always and everywhere a fiscal phenomenon
– Thomas Sargent, Nobel Prize in Economics (2011)

https://ourworldindata.org/grapher/inflation-and-central-bank-independence-oecd-countries 31 / 31

https://ourworldindata.org/grapher/inflation-and-central-bank-independence-oecd-countries

