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nflation is a central issue in monetary policy debates—in the press, 
in congressional hearings, and among monetary policy decisionmak-
ers. Two widely held perceptions of the nature of inflation ensure its 
prominent place in discussions of government policies. First, infla-
tion is considered costly. Second, government policies influence the 

inflation rate. To the general public at least, the high inflation the United 
States experienced during the mid-1970s and early 1980s demonstrated that 
inflation is costly; the nature and size of its costs are still under study. Like-
wise, policymakers in particular are continuing to refine their understanding 
of the latter point. In what ways do government policies affect inflation? 

Behind that question is the larger one of what forces drive inflation, and a 
working understanding of these forces should be a key element of policy 
discussion and design. There is a significant body of economic research ana-
lyzing recent inflations and episodes of hyperinflation, and these analyses 
offer useful insights regarding the underlying causes of inflation. Delving 
further into history, this article expands the set of inflations typically exam-
ined to include numerous episodes beginning with ancient times. The dis-
cussion explores the relationship between inflation and government policies 
in these various inflationary periods, in search of common features across 
these experiences. It becomes clear that inflations have arisen historically in 
various degrees and in countries worldwide amid a variety of institutional 
structures and monetary standards. 

The analysis covers an extensive time period and examines a variety of 
inflationary episodes, briefly surveying the political, fiscal, and monetary 
circumstances of the countries in which inflationary episodes occurred. 
Among these inflations, the most notable common feature is the exploitation 
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of money creation in times of extreme fiscal demands 
and insufficient tax revenue sources.1 These circum-
stances made money creation an attractive and in some 
cases the only viable revenue source. The discussion 
then focuses on similarities and differences apparent 
among the various historical inflations and suggests 
how their characteristics may inform decisionmakers 
about the efficacy of government policies in modern 
times. 

background 

In the United States most policy debates on infla-
tion center on relationships among inflation, monetary 
and fiscal policies, and other relevant variables ob-
served in or implied by recent data. By concentrating 
on the short term, such analysis ignores the general 
patterns that occur over many inflations, losing sight 
of the long-run factors that generate inflation. 

The purpose of this study is to add perspective to 
the policy debate on inflation, providing background 
broader than that painted by, for example, examining 
only the post-World War II U.S. domestic experience 
or the past twenty years of U.S. inflation. The vast 
amount of previously unexploited information avail-
able in the numerous inflations that have occurred 
throughout economic history should help improve the 
understanding of how and why inflations start and per-
sist. If common sources underlie a large number of in-
flations, identifying them could provide useful insights 
for current policy debates. 

In his influential studies of modern inflations and 
hyperinflations, Thomas J. Sargent (1986) argued that 
reducing inflation effectively has required major re-
forms in both fiscal and monetary policies. To be cred-
ible and to sustain inflation reduction, the reform 
policies had to break the perceived pattern of recurrent 
fiscal profligacy and debt monetization (that is, the 
monetary authority creating new money to purchase 
the increasing amounts of new debt issued by the fis-
cal authority) by establishing long-term policy reform. 

The predilection toward inflation is often associated 
with the choice of monetary standards. The economies 
that Sargent studied operated with fiat money stan-
dards; the prevalence of inflation worldwide in indus-
trialized nations during the past twenty years has been 
associated with the predominant use of fiat money in 
modern economies (see the box on page 4). Some ana-
lysts have suggested that restraining inflation in the 
long run may require developed nations to alter the insti-

tutional structure that determines government policies. 
Early "supply-side" arguments suggest that a return to a 
commodity money standard—for example, a gold 
standard for the dollar—would restrain the growth of 
the money supply and, thus, hold down the inflation 
rate.2 This analysis investigates inflation in economies 
with various monetary standards for whether the same 
factors determine inflation. 

/historical Precedents: 
Inflation through the Ages 

Economies have progressed from commodity mon-
ies (often using coinage of precious metals) to modern 
fiat paper currency, an inconvertible claim issued by 
the government. Any type of monetary system can ex-
perience persistent and undesirable rates of inflation; 
however, the technological differences between earlier 
forms of money (transactions media) and modern cur-
rency affect how fast the monetary authority can in-
crease the money supply. It has often been suggested 
that a fiat currency standard is necessary for the pro-
duction of extremely high rates of inflation.3 The ex-
treme inflation rates that can result from the faster 
money creation in a fiat money system distinguish 
losses of purchasing power in historical instances from 
modern inflation. Despite the differences, there also 
seem to be similarities among earlier inflations in their 
underlying causes as well as between those historical 
instances and more recent inflations. 

The historical evidence challenges certain conven-
tional wisdoms. For example, can inflation—that is, 
sustained price level increases—occur in a commodi-
ty money system? Did ancient empires and medieval 
nation-states suffer dramatic price level increases as 
well as long-lived inflation? General observations 
drawn from examining diverse historical inflationary 
periods may reinforce findings from studies of modern 
inflations. 

IIard Currency (Commodity Money) 
Inflations: Ancient to Medieval Times 

The discussion of historical inflations concentrates 
on the price level increases and the political circum-
stances under which the inflations occurred. Unre-
strained fiscal policies preceded these historical infla-
tions and remain key determinants in modern instances. 
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There are, however, distinguishing features of these ear-
lier economies that are noteworthy. For example, among 
kingdoms and empires there was no market for promis-
sory notes as there is between countries today.4 

The Roman Empire. In the third century, the Ro-
man Empire experienced significant inflation, the prox-
imate cause of which was that fiscal expenditures 
(mostly for wars during the Germanic incursions to the 
north) continually exceeded revenues from tax collec-
tions. Without a debt market—that is, a market for 
debt of the Roman Empire—fiscal deficit spending 
had to be funded some other way. The only other 
method available at that time was seigniorage, the dif-
ference between the value of the precious metal bul-
lion used for coinage and the face value of the minted 
coins. The Roman emperor had the power to mint 
coins and thus could choose the purity and weight of 
the precious metal content of coinage. If the value of 
the coinage exceeded the raw bullion value, he could 
increase revenues by reducing either the quality or 
weight of its precious metal content so that the same 
denomination coin would have lower intrinsic value, a 
process called debasing.5 

In Rome, gold coins, notably, were not debased; 
however, these coins were so high in value that they 
were not generally used in market transactions (Paul 
Einzig 1966, 229). Silver coinage debasement and the 
overissuance of fiat coins made of base metals led to a 
substantial and persistent inflation. The price level in-
creased fiftyfold from 200 A.D. to 300 A.D., implying 
an average rate of inflation between 3 percent and 4 
percent per year (Forrest H. Capie 1991, 5). However, 
it seems that some subperiods may have experienced 
dramatic price increases. In the latter part of the infla-
tion, the Roman emperor Diocletian (285-305 A.D.) 
felt it necessary to impose wage and price controls to 
alleviate inflation (Rondo Cameron 1989, 41). To spur 
compliance, violations of the restrictions were punish-
able by death. Even so, the regulation of prices and 
wages was unenforceable, and the restrictions were 
eventually revoked. A more long-lived solution was 
achieved when Diocletian imposed fiscal reforms by 
reorganizing the Roman bureaucracy and making the 
collection of taxes more efficient, thus reducing the 
need for financing by coinage debasement. 

Medieval Europe. The "Great Debasements" of 
coinage during the fourteenth and fifteenth centuries 
in Medieval Europe were, like the Roman inflation, 
generally a byproduct of wars (Peter Spufford 1989, 
289). War expenditures during the Middle Ages were 
the most expensive endeavors undertaken by sovereign 
states. As in Rome, the instances of debasement oc-

curred when the sovereign ruler also had control of the 
minting of coinage. 

Not all medieval European economies experienced 
inflation resulting from debasement. The Florentine 
florin, for example, retained nearly the same weight and 
fineness of gold, fluctuating within 6 percent of its ini-
tial weight in gold units throughout the fourteenth and 
fifteenth centuries (Spufford 1989, 300). The florin can 
therefore serve as a benchmark for assessing inflation 
in other currencies. Extant records of Italian traders' 
foreign exchange transactions show the number of for-
eign coins exchanged per unit of florins. The deprecia-
tion of a coinage relative to the florin reflects the loss 
of purchasing power in that currency. In lieu of price 
data (which are unavailable), the exchange rate data 
help estimate the inflation rate in these medieval 
economies. The data do not, however, provide direct 
measures of prices for various goods during an episode. 

The experiences of the Kingdom of Castile provide 
one notable example of a persistent medieval inflation. 
From 1300 to 1500, the kingdom engaged in a series 
of foreign and civil wars financed largely by coinage 
debasement. Over these two hundred years the mar-
avedi, the Castilian unit of account, fell to only 1/65 of 
its initial value versus the Florentine florin, implying 
an annual average rate of inflation of slightly more 
than 2 percent, a relatively small amount by modern 
standards (Spufford 1989, 295). However, in various 
subperiods during those centuries, the inflation rate 
rose more substantially. For example, between 1462 
and 1473, when Castile was at war with Navarre, the 
Castilian price level more than doubled, and the annu-
al average rate of inflation was between 6 percent and 
7 percent—an unpleasant level in modern, developed 
economies and likely disruptive in these earlier econ-
omies (Spufford 1989, 299). 

Inflation in Castile displays persistence because the 
large-scale coinage debasement was not followed by 
effective reestablishment of the initial coinage value. 
Such attempts at coinage reform were often met with 
revolt by debtors, renters, peasants, and other groups 
who stood to lose the most by a return to a strong 
coinage (Spufford 1989, 315). Because the debase-
ment continued, the Castilian maravedí over time de-
preciated further. The downward drift of its value is 
the most continuous inflation in that era. 

At about the same time, a series of inflationary 
episodes took place in France. The exchange rate of the 
French tournois in 1300 in comparison with its value 
in 1500 seems to indicate much greater stability than 
the maravedi. The tournois in 1500 was only one-
fourth its value relative to the florin in 1300, implying 
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Monetary Standards 

A c o u n t r y ' s c h o i c e of m o n e t a r y s t a n d a r d is o f t e n 
thought to af fec t the l ikelihood of inflat ion. Accord ing to 
mos t theories of inflat ion, the quant i ty of m o n e y in cir-
c u l a t i o n la rge ly d e t e r m i n e s t h e l eve l of p r i ces in t h e 
economy; thus the g rowth in this m o n e y supply directly 
inf luences the inflation rate. There are insti tutional dif-
ferences in the money s tandards and the ways in which 
they can be manipula ted to genera te inflat ion. 

Various monetary s tandards exis ted dur ing the inf la-
t ionary ep i sodes e x a m i n e d in this art icle, wh ich r ange 
over thousands of years . T h e fo rm of m o n e y in use gen-
erally evolved on the basis of its desirabili ty as a t ransac-
t ions medium. 1 A n u m b e r of va lued commodi t i e s were 
used as the m e d i u m of exchange , but early e c o n o m i e s 
general ly evolved toward favor ing silver and gold. Ove r 
t ime, monetary s tandards moved toward the fiat standard 
prevalent in modern developed economies . 

C o m m o d i t y m o n e y w a s the e a r l i e s t a n d s i m p l e s t 
transactions med ium. T h e commodi ty itself had value in 
o ther uses, so the popula t ion had a d e m a n d for it. T h e 
commodi t i es used as money ranged f r o m Y a p stones to 
r ice (in China) to nails (in the colonia l Uni ted States) . 
Coinage of precious metals became the dominant form of 
money in the early economies examined in this review. 
Gold and silver had innate value desired by the popula-
tion, and the process of having coins minted by the gov-
ernment ensured a level of weight and purity of the metal 
at g iven pressings. Coinage el iminated the need to weigh 
bullion in every exchange transaction to determine their 
value. Another advantage was that if the va lue of the raw 
metal was less than the value of the coinage, the govern-
ment could profi t by the di f ference. T h e result ing source 
of revenue is referred to as seigniorage.2 

Commodity Money 
C o m m o d i t y money sys tems are not i m m u n e to inf la-

tion. For example , if the supply of the commodi ty m o n -
ey grows at a ra te beyond the increased demand for it, 
the price level increases. Such external supply changes 
are no t the t y p e of inf la t ion e x a m i n e d here , h o w e v e r . 
Rather , in the episodes examined in this discussion, in-
f lat ion arose f r o m act ive debasement of the coinage by 
the gove rnmen t for the pu rpose of ext rac t ing se ignior-
age revenue . D e b a s e m e n t s r educed the p rec ious meta l 
weight , f ineness (purity), o r both of the coinage as the 
me ta l s were min ted into n e w co ins . D e b a s e m e n t s oc -
curred throughout history and resulted in an increase in 
the t ransact ions m e d i u m , m u c h as an increase in printed 
currency expands the m o n e y supply today. 

According to economists and numismatis ts , the use of 
representat ive m o n e y , or commodi ty -backed paper cur-

rency , deve loped a long the l ines of the fo l lowing story 
about the goldsmith. A s commodi ty m o n e y — i n this case, 
g o l d — b e c a m e more widely used, people accumulated it 
in sizable enough amounts that they felt more comfor table 
depositing the gold with a goldsmith for safekeeping. In 
exchange, the depositor received f r o m the goldsmith a pa-
per receipt that served as a claim for the deposited gold. 
A s the practice spread throughout the economy, receipts 
fo r gold deposited with goldsmiths traded as money. Be-
c a u s e the c o m m o d i t y - b a c k e d pape r cu r r ency cou ld be 
converted into the commodi ty or coined value backing it, 
the value of the representative money was tied to the value 
of the commodi ty . 3 T o maintain the credibility of paper 
m o n e y convert ibi l i ty , government s held commodi ty re-
serves sufficient to meet the possible conversion demands . 
U n d e r the c o m m o d i t y - b a c k e d m o n e y s c h e m e , it is be-
l ieved that the threat of convers ion to spec ie (coinage) 
hindered the use of seigniorage for revenue production be-
cause the value of paper claims could not greatly exceed 
the value of the backing. A relevant point for the purposes 
of this discussion, however , is that there is always an in-
cen t ive f o r the g o v e r n m e n t to g lean s o m e se ign io rage 
f r o m m o n e y creat ion, and the ques t ion is whe ther they 
will break the rules set by the monetary standard to accu-
mulate the desired revenue. 

C o m m o d i t y - b a c k e d m o n e y need not be conver t ib le ; 
fo r example , af ter 1933 the United States no longer ex-
c h a n g e d gold f o r gold cer t i f i ca te dol la rs f o r d o m e s t i c 
U.S. cit izens; however , the country remained on an inter-
na t iona l go ld e x c h a n g e s tandard and p rov ided gold in 
fore ign t ransact ions. Whi l e the gold dollar s tandard hin-
dered a t tempts to raise revenue f r o m seigniorage, the po-
tential to achicve prof i ts and the temptat ion to exploit it 
remained . 

Fiat Money 
M o s t developed nat ions have severed the institutional 

l ink be tween their currencies and gold and instead issue 
their money as legal tender for all debts by government 
order (fiat) . Such a monetary standard is referred to as a 
f iat s tandard. Because the m o n e y is unbacked paper cur-
rency, there is no under lying constraint on its issuance. 
T h e incidences of hyper inf la t ion in the twentieth centu-
r y — f o r example , G e r m a n y , 1921-24; Hungary , 1920-24 
and 1945-46; and China , 1947-49—give glar ing tes t imo-
ny to the potential excesses that can occur in a f iat m o n -
ey s y s t e m that f a i l s to p r a c t i c e p r o p e r m o n e t a r y re-
s t ra int . 4 H o w e v e r , f iat m o n e y is no t the roo t of these 
problems; rather, it is only a facili tator. 

T h e fiat money era that began in the mid -1970s was 
d i f ferent in a number of ways f r o m the preceding era, es-
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institutional re form that called for a return to the gold 
standard.5 The current low inflation environment world-
wide has quelled many of the demands for a return to the 
gold standard and offers at least slight evidence that low 
inflation can be sustained under fiat money systems. 

The examination of inflations in this article suggests 
that the choice of monetary system may have some in-
f luence on the inflation rate that an economy may expe-
rience. However , the more fundamental issues concern 
whether significant inflation can arise under any money 
standard and whether inflation observed today shares a 
c o m m o n source with inflation in medieval and ancient 
times. 

Notes 

5. Aside from the price level issues discussed in this review, 
the gold standard was associated with a variety of prob-
lems that may make it unattractive as a modern monetary 
standard (see Tallman and Moen 1993). Governments 
may break the rules implicit in any monetary standard to 
exploit seigniorage. Thus, an ingredient that is key to the 
success of a monetary standard is the likelihood that a 
government will abide by the implicit restrictions. 

pecially on the international markets. First, the ma jo r na-
tions began a system of flexible exchange rates that al-
lowed rates of exchange between currencies to change in 
response to the relative market demands and supplies of 
the currencies. In the Bretton Woods exchange rate sys-
tem, rates between currencies had been fixed at a given 
ratio, which was altered only infrequently. Presumably 
as a result of major oil supply shocks, a number of de-
veloped nat ions exper ienced persistent inflat ions af ter 
the break-up of the Bretton Woods system. In the United 
States, inflation attracted widespread attention especially 
during the late 1970s and early 1980s. There were a vari-
ety of proposals to reduce the inflation rate, including an 

1. The desirable attributes are durability, divisibility, porta-
bility, homogeneity, difficulty of counterfeiting, and a 
stable demand for and supply of the money. 

2. The marginal costs of making coins f rom bullion were 
minimal. 

3. In many instances the paper currency coexisted with 
coinage in the economy. In the United States at the tum 
of the century, many paper bills were convertible into 
gold, and gold coinage remained in use as well. 

4. See Sargent (1986) for an interesting discussion of a se-
lection of hyperinflations. See also Capie (1991). 

an average inflation rate of slightly more than one-half 
of 1 percent per year. Within these arbitrary endpoints, 
however, there were shorter periods of inflation in 
which the exchange value of the tournois fluctuated 
significantly. 

The French episodes of inflation were typically 
more severe and sharper than those in Castile. French 
inflation over the 200-year period appears less virulent 
because of the moderate average annual inflation rate. 
However, French rulers typically would enforce a 
coinage reform following periods of rapid coinage de-
basement. Unlike in Castile, French authorities restored 
coinage to the weight and fineness of precious metal 
content that existed before the debasement, thus essen-
tially resetting the coinage to its initial exchange rate. 

The explosive price increases and precipitous de-
clines in the foreign exchange value of the tournois 
generated the most notorious inflations in the medieval 
era. At its most severe, the average inflation rate in 
France exceeded 50 percent per year. These extreme 
increases in the price level produced substantial redis-
tributions of wealth from creditors to debtors. The re-

form measures often taken to return the coinage to near 
its initial value imposed redistributions from debtors to 
creditors over very short periods of time. Such disrup-
tions of course led to political strife in the country. 

In France as elsewhere, the main driving force be-
hind coinage debasement was the need to generate 
seigniorage revenues for funding wars. But in France 
the debasement of coinage was taken to extremes not 
frequently observed. An example of the basic account-
ing of coin production—that is, the number of coins 
minted from an amount of bullion—conveys the extent 
of debasement that took place over a short time. In 
1336 the French minted sixty coins at 96 percent silver 
content. From the same amount of silver bullion, in 
1355 they minted 480 coins of 20 percent silver con-
tent (Spufford 1989, 305). Containing less of the val-
ued metals, the later coins were thus less valuable. The 
foreign exchange markets recognized the fall in value 
almost immediately. Spufford notes that exchange 
rates would reflect large debasements—or substantial 
reforms that raised value significantly—in weeks or 
even days (1989, 293). 
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The rapid inflations in France during this period 
were especially notable given the amount of time, la-
bor, and capital input necessary for debasing the 
coinage, which required melting down bullion or cir-
culated coinage and then reminting coins.6 In the five-
year period ending in 1342, the foreign exchange 
value of the tournois fell to only one-fifth its initial 
level in 1338, implying an annual average rate of infla-
tion approaching 40 percent (Spufford 1989, 297). In 
1343, monetary reform returned the coinage to its ini-
tial precious metal content and fineness; however, the 
extensive financial demands of the ongoing Hundred 
Years War and the lack of any existing mechanism for 
direct taxation in France inevitably forced the ruler to 
resort again to debasement as a means of finance. By 
1360, the foreign exchange value of the tournois had 
fallen to less than 1/25 its 1343 value, an average annu-
al inflation rate of nearly 60 percent per year (Spufford 
1989, 297). 

The exploitation of coinage debasement for revenue 
by French rulers led certain interest groups, mainly 
those hurt most by inflation, to complain and to ques-
tion the right of the sovereign to mint and debase coins 
at will. Spufford notes that the De Moneta of Nicholas 
Oresme written in the middle of the fourteenth century 
verbally attacked the exploitation of debasement: "In 
such a kingdom internal trade is disturbed and hin-
dered in many ways by such changes, and while they 
last, money-rents, yearly pensions, leases, cesses [cen-
surej and the like, cannot be well and justly assessed, 
or valued, as is well-known. Neither can money be 
safely lent or credit given" (Spufford 1989, 306). His 
statement suggests that contemporaries recognized the 
difficulties that inflation imposed on an economy.7 

Oresme's writing also gives some insight into his 
understanding of fiscal and monetary factors in gener-
ating inflation. He argued that the right to coin money 
should not be in sole possession of the royal authority. 
In essence, he was proposing that some restriction 
should prevent the royal authority from being able to 
exploit the revenue creation potential of seigniorage. 
Oresme's treatise foreshadows the modern viewpoint 
that the fiscal authority and the monetary authority 
should not be under the same control. Modern in-
quiries in this area by Alberto Alesina and Lawrence 
H. Summers (1993) show a positive correlation be-
tween the average inflation rate in a country and the 
degree of fiscal influence on monetary policy.8 

Political agreements between French rulers and the 
nobility prevented further coinage debasements for 
several centuries. The aristocratic class—the wealthy— 
had been the group most adversely affected by infla-

tions and thus had a strong incentive to restrict royalty 
from exploiting seigniorage. As an alternative source 
of revenue, the nobility offered the royal authority a 
method of reliable taxation.9 French reform measures 
in 1360 not only returned the coinage to its strong 
base but also included provisions for direct taxation by 
the ruler as a mechanism to avert large fiscal deficits. 

The Roles of Monetary and Fiscal Policy. Two 
simple features of these previous inflations are particu-
larly noteworthy in comparison with modern inflation-
ary episodes. First, the inflations discussed were gen-
erated by the decisions of a ruler acting as both the 
coining authority—comparable to the monetary au-
thority in the U.S. economy—and the fiscal authority. 
In the countries that experienced notable inflations, the 
government relied on seigniorage as a major source of 
revenues. Countries that avoided inflation caused by 
coinage debasement established agreements that re-
placed renewal of coinage, with the opportunities it 
provided for debasement, with reliable taxation as an 
alternative form of revenue as early as the twelfth centu-
ry (Spufford 1989, 316). Clearly, effective fiscal reform 
was a necessary ingredient for reducing the inclination 
toward financing by seigniorage. 

A second important element of these inflations is that 
they occurred without the existence of a primary fiat 
currency—that is, a nonconvertible (often paper) claim 
issued by the government, unbacked by any commodity, 
to serve as a medium of exchange.10 Commodity-based 
money could be exploited via coin debasement to gen-
erate seigniorage for a government revenue. The result-
ing inflation was a by-product of the method of fiscal 
finance, chosen in large degree by default. In most cas-
es, the existing fiscal demands far outpaced the fiscal 
revenues and, given the absence of a debt market, 
seigniorage was the only revenue source available. 

Regardless of the form of money and the rules im-
plicit in any particular monetary standard against infla-
tion financing, governments have an incentive to raise 
revenue by seigniorage financing. Throughout history, 
there have been situations in which rulers exploited 
such financing, and the resulting inflations generally 
unsettled their economies. Descriptions of historical in-
flation episodes suggest, however, that fiscal and mon-
etary policies combined to generate inflation, as seems 
to be the case in modern economies (see Sargent 
1986). The instances of inflation occur when fiscal 
spending exceeds the tax revenue base, requiring mon-
ey creation as a solution; the fiscal deficits become 
monetized when seigniorage revenue finances the 
shortfall. As noted earlier, in the historical episodes cit-
ed, the ruler generally retains the power to coin or print 
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money, and, as contemporary observers of medieval in-
flation like Oresme understood, this control of the pro-
duction of the transactions medium by the fiscal 
authority seems to be an important ingredient in gener-
ating inflations. 

71ie First Paper Currency Inflation: 
Twelfth-Century China 

The first true paper currency was introduced in Chi-
na during the Sung dynasty in the tenth century. The 
paper money was a substitute for iron coinage that had 
been the medium of exchange." The population de-
posited coins with bank-like institutions and held in 
exchange more easily handled paper receipts for these 
deposits.12 The receipts played the role of a currency, a 
representative money.13 

As in the episodes of inflation discussed previously, 
the Chinese inflation occurred in the midst of wartime 
expenditures by the government. When the invasion of 
the Tartars sometime after 1127 forced the Sung dynas-
ty to move south, the initial paper monetary system col-
lapsed. In 1161, a new paper currency, hui-tzu ("check 
medium"), was introduced as a replacement (Lui 1983, 
1069). The government carefully regulated the amount 
of the currency outstanding and apparently ensured that 
adequate coinage reserves backed the currency.14 For 
twenty years, the exchange rate between the paper cur-
rency and copper coins, a market-determined rate, was 
stable. For its responsible monetary policy—that is, 
maintaining the value of the currency—the government 
gained credibility, and the use of the paper currency 
spread throughout the nation. 

The Chinese paper currency thus was a commodity-
backed money that the government controlled. Under a 
commodity-backed money system, to avoid inflation 
the amount of backing should fluctuate with output so 
that if there were more economic output, there would 
be more backing. As long as the Chinese currency was 
properly backed, governmental control of the amount 
outstanding did not impose an inflation. The currency 
supply could increase without generating inflation be-
cause it increased with the amount or value of econom-
ic transactions, essentially rising because of demand 
rather than excess currency supply generated by the 
monetary authority. The stable value of the paper cur-
rency did not continue, however. Wars against the Tar-
tars and later against the Mongols increased the fiscal 
demands, and the government turned to paper money 
creation as a means to raise revenue. As the paper 

money supply increased, the backing of the money ac-
tually diminished, further depreciating the currency's 
value. In essence, the government broke the rules im-
plicit in its commodity-money standard and in doing so 
lost the credibility built up over those twenty years of 
relative stability. 

As in ancient Rome and the economies of the Mid-
dle Ages, the extreme fiscal demands of war expendi-
tures pressured government revenue sources. Given the 
government control of money issue and the absence of 
a viable market for sovereign debt, inflationary finance 
was an obvious alternative. Price level measures in Chi-
na increased approximately fortyfold from 1160 to 
1240, implying an average annual inflation rate be-
tween 4 percent and 5 percent.16 Lasting over an eighty-
year span, the Chinese experience is an example of 
a persistent inflation preceding modern fiat currency 
inflations by centuries. This inflationary instance 
demonstrates that a commodity-backed currency can 
still be exploited for seigniorage if the rules of the stan-
dard are not maintained. In such a case, a commodity-
backed money approaches the concept of fiat money. 

Fiat Money Inflation: The Assignat 

The assignat, a paper currency issued in postrevolu-
tionary France (1790-97), was issued as a backed paper 
money, although the public perception of the currency 
approached that of a fiat money over time.17 In the ini-
tial issue, the assignats were an interest-bearing trans-
actions medium with interest payments that would be 
supported by the sale of land confiscated from royalty 
or the church. For this first issue of 400 million livres, 
the money was not legal tender; rather, it was to be re-
deemed systematically over five years. Assignats, then, 
were viewed as mortgages on the church or royal land. 
Within four months of the first issue, however, a sec-
ond issue (also 400 million livres) offered the money as 
noninterest bearing and as legal tender.18 The assignats 
would be retired when citizens purchased confiscated 
lands with accumulated currency. 

The French government in those years had no reli-
able mechanism for collecting taxes; the government 
failed to enforce the most lucrative taxes from the pre-
revolutionary era. Especially following the outbreak 
of war in 1793 with Spain, Holland, and England, sub-
stantial war expenditures led to the creation of as-
signats as a major source of revenue. From 1790 to 
1795, only 20 percent of government revenues were 
from taxation.19 
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Table 1 presents data on the number of assignats in 
circulation and also provides a measure that indicates 
the value of assignats in circulation as a percent of 
their value when they were first introduced.20 Assignat 
value depreciated to 70 percent of its initial value after 
two years of circulation, a fairly stable level relative to 
what followed. From 1792 to 1793, the inflation be-
came noticeable enough to spark public protests. Dur-
ing the Reign of Terror (from September 1793 to June 
1794), the government imposed maximum price limits 
and other restrictions to maintain the value of assig-
nats. In the latter half of 1794, after the Reign of Ter-
ror had ended, the strained and weakening economic 
system experienced additional depreciation of the 
assignats. The key period of depreciation occurs in the 
data for 1795, however, after the repeal of maximum 
price restrictions. 

As assignat depreciation accelerated in 1795, the 
government was forced to issue more of them to gener-
ate the necessary revenue. The revenue extracted de-
pended on how much the new assignats would buy in 
the marketplace—that is, on their market value. As in-
flation accelerated, the population was less willing to 
hold assignats. The demand for them diminished, and 
new issues were causing more rapid depreciation. As 
Table 1 shows, the amount in circulation more than 
doubled from February to November 1795. The price 
level data shown in Table 2 suggest that over the same 

period the inflation rate averaged nearly 25 percent per 
month. By November the assignat had lost a tremen-
dous amount of its value—down to less than one per-
cent of the initial value. The suspension of land sales for 
assignats enacted on November 20, 1795, removed 
from the money the last vestige of a backed currency so 
that assignats became fiat. Their value fell still fur-
ther. In December the inflation process and the seignior-
age reached unprecedented extremes. The government 
printing presses essentially doubled the supply out-
standing in that month, and the price level more than 
doubled from November to December. The demise of 
the assignat as a transactions medium was imminent. 

The price level data in Table 2 show how the index 
of prices rose most rapidly at the end of the assignat 
era. In terms of the inflation rate, several months in 
revolutionary France appear to qualify as times of hy-
perinflation; the key element in the assignat inflation 
was the tremendous increase in notes outstanding. 

The reliance of the fiscal authority on revenues 
from seigniorage links the instance of assignat infla-
tion with historical inflationary episodes cited above. 
What differentiates the assignat inflations, though, is 
that the extreme degree of inflation was created by the 
combination of the printing press and a fiat money. 
The high inflation rates in this case fed fears that is-
sues of fiat currency inevitably lead to rapid inflation, 
risking hyperinflation (see Andrew Dickson White 

Table 1 
Assignat Depreciation 

Period Issuance In Circulation Percent of Initial Value3 

1790-1791 1,860 M 1,490 M 88 
lanuary-May 1792 2,200 M 1,660 M 72 
January-August 1793 4,950 M 4,050 M 39 
September 1793-Iuly 1794 8,450 M 7,200 M 46 

August 1794b 7.6 B 39 
November 1794 8.0 B 32 
February 1795 8.8 B 22.5 
May 1 795 11.4 B 11 
August 1795 16.4 B 3.5 
November 1795c 19.7 B .8 

a The figures for percent of initial value use the local data (see note 20). 
b Figures for each issuance after 1794 are not available. 
c By January 1796, the amount of assignats in circulation exceeded 39 billion livres. 

Source: Calculated from data in Harris (1930, 163-86). 
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1980). The assignat inflation experience in fact fore-
shadows numerous hyperinflationary episodes in re-
cent history.21 

U.S. Inflation in Wartime 

Several rigorous treatments provide in-depth anal-
ysis of war-related inflations in the United States.22 

This brief summary of the fiscal expenditures, rev-
enue sources, and political environment that relate to 
these inflationary episodes emphasizes that the United 
States has in its history experienced inflations driven 
by the same forces as those discussed above. Fiscal 
and monetary policies remain the key linkages among 
inflationary episodes throughout time and across 
countries. 

The inflation from the American Revolutionary 
War period presents a clear example of fiscal deficits 
during wartime sparking the use of seigniorage financ-
ing.23 The Continental Congress had no power to tax, 
and the war with England began as a revolt over taxes. 
Thus, the colonial government was unlikely to exploit 
direct taxation as a major source of revenue for the 
war effort (Capie 1991, 10). In fact, the colonies raised 
only 6 percent of their revenues via taxation. Sovereign 
loans and gifts from France and Spain covered less 
than 20 percent of the revenue needed for the war.24 

The Continental Congress financed the remaining 
deficit by money creation—that is, by printing paper 
fiat currency known as continentals. 

The inflation produced by the seigniorage financing 
raised the price level (measured by an index of whole-
sale prices in Philadelphia) from 100 in 1776 to higher 
than 6,500 in 1780 (Stanley Lebergott 1984, 42). The 
depreciation of the continental was mild at first but ac-
celerated rapidly; Capie (1991) noted that prices in-
creased by more than 1,000 percent during the two-
year period from 1779 to 1780, implying an annual av-
erage inflation rate of greater than 300 percent. The 
phrase "not worth a continental" refers to the per-
ceived worthlessness of this paper currency. 

During the Civil War the Confederacy faced simi-
lar fiscal difficulties. In the early Confederacy no ex-
isting machinery could impose and collect direct 
taxes. With the revenues from taxes greatly limited, 
the Confederacy instead raised 23 percent of its funds 
from bond issues. The most striking statistic, though, 
is that from February 1861 to October 1864, 58 per-
cent of the Confederate revenues were generated by 
money creation. From October 1861 to March 1864, 

the monthly rate of inflation averaged about 10 per-
cent.23 The supply of Confederate bills increased 
elevenfold over their first three years. As the end of 
the war approached and Union victory seemed as-
sured, the price level in the Confederacy skyrock-
eted.26 

Inflations experienced in the Civil War by the 
Union, in World War I, and in World War II (analyzed 
in detail by Milton Friedman 1991) differ notably 
from those of the colonies and the Confederacy. For 
the purposes of this discussion, a specific element of 
war-related inflation is of interest: the way in which 
the inflation rate varied in relation to the proportion of 
revenue generated through taxation as opposed to 
through seigniorage. 

The Union experienced inflation averaging 25 per-
cent per year, as measured by wholesale prices. Tax 
revenues covered about 21 percent of the war expendi-
tures. The government relied on money creation to fi-
nance 23 percent of the accumulated deficits for the war 
effort. During World War I, the United States collected 
tax revenue to cover 43 percent of the expenditures for 
the war effort, whereas money creation financed only 
11 percent of the accumulated deficits. Given the low-
er degree of money creation, it is not surprising that 
wholesale price inflation was lower during World War 
I than for the Union during the Civil War: the inflation 
rate averaged 16 percent per year from August 1914 to 
May 1920. Even more impressive is the success of 
U.S. efforts to hold down inflation during World War 

Table 2 
Price Level Data: General Index 

(1790= 100) 

Date Price Level 
Percent Change 

Per Month 

January 1795 580 NA 
February 1795 510 -12.8 
March 1 795 720 34.5 
April 1795 900 22.3 
May 1795 NA NA 
June 1795 1,310 NA 
July 1795 2,180 50.9 
August 1795 2,710 21.8 
September 1795 3,100 13.4 
October 1795 NA NA 
November 1795 5,340 NA 
December 1795 12,990 143.3 

Source: Harris (1930, 108). 
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II. Fiscal responsibility was a key ingredient; tax rev-
enues covered nearly 60 percent of the wartime ex-
penditures. Wholesale inflation increased an average 
annual rate of 9 percent per year over the period from 
September 1939 to August 1948.27 The fraction of the 
accumulated deficit financed by money creation was 
11 percent. 

Sovereign Debt 

Most of the inflations described in this article oc-
curred in conjunction with wartime fiscal deficits be-
cause the extreme demands for wartime expenditures 
placed strains on existing financing mechanisms. Al-
though it may appear that governments turned to fi-
nancing via money creation because it offered a 
simple solution, more often, especially in the most 
egregious misuses, there was no viable financing alter-
native immediately available. As noted above, the ear-
ly inflations took place in economies that could not 
finance their government expenditures (in excess of 
revenues) through the issue of sovereign debt. The fis-
cal deficits, then, had to be monetized essentially as 
they arose. 

In modern instances of U.S. inflation, the use of 
sovereign debt issue has given governments an option 
not available under the strict government budget con-
straints that impinged on the earlier economies. By issu-
ing debt, governments are able to finance wartime 
expenditures while maintaining relatively stable tax rev-
enues over time and avoiding increasing taxes. Robert J. 
Barro (1981) has called this process "tax smoothing." 
Barro's study shows that the most significant increases 
in the public debt are associated with wartime fiscal 
expenditures. The government "smooths" taxation 
over time so that the tax demands on the economy dur-
ing the war are not so extreme. After wartime, the 
government must raise more revenue to shrink the ac-
crued debt. Modern economies have benefited from 
the ability to finance wars by spreading out the welfare 
costs of distortionary taxation across more time peri-
ods and especially over periods without war through 
the issuance of debt.28 

The existence of government debt as an alternative 
does not eliminate the temptation to exploit seignior-
age as a revenue source. Rather, the accumulation of 
debt and related interest expenses represents liabilities 
of the government that will ultimately require repay-
ment—through tax revenue or seigniorage revenue. 
Responsible policies on the part of both fiscal and 

monetary authorities are necessary to resist the temp-
tation to inflate away government debt. 

Conclusion 

This article focuses on the combination of fiscal 
and monetary policies that generated inflation in cer-
tain historical instances. The discussion centers on the 
role of fiscal deficits, a recurring factor in periods of 
inflation since the time of the Roman Empire and the 
Middle Ages as well as through American history. Fis-
cal deficit-induced inflations took place in economies 
with various forms of monetary standard: commodity, 
metal-backed paper, and fiat currency; however, as 
suggested by Capie (1991), fiat paper currency allows 
the inflation rate to reach tremendously high annual 
rates when governments pursue inflationary financing. 

In examinations of modern high or hyperinflation-
ary instances, it is clear that unchecked fiscal spending 
and untenable fiscal deficits preceded the cases of 
hyperinflation.29 These circumstances seem to have 
precedents in earlier economies. In the historical infla-
tions, some perceptive observers recognized not only 
the redistributive aspects of inflation but also the ulti-
mate fiscal (and monetary) causes. Critical writings 
from the medieval era, specifically Oresme, foreshad-
ow analysis by modern economists suggesting that the 
basic principles that generated inflations in medieval 
times still operate today. The lesson in these historical 
treatments for the modern reader lies in the fact that 
long-lived solutions invariably involved reforming 
both fiscal and monetary policies. 

The problems that fiscal deficits create arise in 
many modern episodes of high inflation. Latin Ameri-
ca during the early 1980s and the current circum-
stances in the Eastern Bloc nations present dramatic 
examples of the disruption that this extreme inflation-
ary circumstance imposes on an economy. Some 
economists (for example, Eric Leeper 1993) suggest 
that the movement toward European Monetary Union 
is a reaction to high average inflation among these in-
dustrialized countries. In general, domestic fiscal 
deficits in Europe forced some degree of domestic 
monetary accommodation and thus inflation. Euro-
pean Monetary Union will remove the discretion of a 
domestic monetary authority to engage member coun-
tries in seigniorage financing. 

Despite the dramatic differences in the economic 
structure over thousands of years, the underlying caus-
es of inflation seem to remain basically the same. In 
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historical episodes, the ultimate source of inflation was 
the combination of recurrent fiscal deficits and their 
monetization. This finding suggests that adequate 

methods of raising revenue from taxation may help 
prevent a reliance on potentially harmful seigniorage 
financing.30 

Notes 

1. Most inflation incidents used as examples here occurred dur-
ing the fiscal pressures of wartime; however, neither fiscal 
pressures nor inflations connected with them are exclusively 
related to war. Any major fiscal initiative that results in large 
deficits could result in inflation. 

2. Analysts that support a commodity money standard argue 
that it maintains the price level better than the prevailing fi-
at money standard by involving rules that limit a central 
bank 's discretion for generating excessive money creation. 

3. Capie, for example, suggests that high inflation or hyperin-
flations occur in fiat monetary systems because the printing 
press—all that is necessary to generate fiat paper curren-
cy makes it possible to produce a rapid enough increase in 
the stock of currency to support inflation (1991, 28-29). 

4. Hamilton (1947) provides a brief history of the early is-
suance of sovereign debt. 

5. The process of debasing coinage is analogous to the depre-
ciation of paper currency when it is overproduced. If the 
monetary authority prints money at too fast a pace and in-
creases the currency supply, the price or value of the paper 
money declines and the prices of other goods measured by 
the price level increases. 

6. In comparison, fiat money seigniorage requires only print-
ing presses to create new currency. 

7. Certain interest groups profited from the decline in the pur-
chasing power of the coinage; the writings of contemporary 
observers recognized this redistributional aspect of inflation. 
For example, the nobility preferred strong and stable curren-
cy that preserved their wealth and maintained the real value 
of their rents that were normally in fixed nominal amounts. 
Debtors obviously profi ted f rom inflations because fixed 
rents are repayed in less valuable money. During a coinage 
reform, the debtors, most often the least powerful subjects, 
sparked outbreaks of violence. In Castile, reforms in both 
1391 and 1473 sparked riots in urban areas (Spufford 1989, 
315). Modern economies have developed institutional fea-
tures that help alleviate some of the redistributional aspects 
of inflation, yet that aspect of inflation remains. Garfinkel 
(1989) presents a useful discussion of inflation costs in the 

modern context. 
8. See Pollard (1993) for a critical review of this literature. 
9. Because seigniorage as the main source of revenue imposed 

high costs on the most powerful subjects, it was unlikely to 
be long-lasting without producing political tension. 

10. S o m e e c o n o m i e s — f o r example , R o m e — c i r c u l a t e d fiat 
coinage composed of base metals. 

11. The discussion in this section follows closely the text in Lui 

(1983). 
12. Initially, the government offered a group of wealthy fami-

lies the privilege of organizing and issuing the paper claims, 

called chiao-tzu, or "exchange medium" (Lui 1983, 1069). 
After some time, though, the provincial government took 
over the role of issuing the money. 

13. See the box on page 4. The representative money scheme 
played out much like the evo lu t ion of pape r cu r r ency 
backed by gold in medieval Europe. 

14. There was convertibility between the paper currency and 
coinage, but it was not at a 100 percent conversion rate. 

15. Lui notes that the use of the hui-tzu did not extend to the 
province of Szechuan, which had its own paper currency 
(1983,1069). 

16. Notably, the money supply measures increased nearly fifty-
fold over the same period. Descriptions of the measures of 
money and prices are described in Lui (1983, 1073-74). 

17. In 1715, the Duke of Orleans had allowed John Law to es-
tablish a bank and issue a paper currency supposedly backed 
by the land of the Mississippi territories. The associated 
"Mississippi Bubble" burst in 1720, leaving a worthless pa-
per currency and the French with bad memories of such 
money. The public opposed subsequent attempts to issue pa-
per currency; for example, an issue of interest-bearing paper 
currency in 1788 was revoked before it was issued (see Har-
ris 1930, 8). Under these circumstances, how the assignats 
were packaged for public acceptance is an interesting story 
in itself. 

18. At this point, the assignats were considered backed by the 
value of real estate confiscated from the church. As a matter 
of public perception, they were differentiated f rom the pa-
per money issued on the security of property in the Missis-
sippi territory because the lands backing assignats were 
local. See Harris (1930, 9). 

19. Hamilton notes that the French accumulated a huge debt 
f rom the extreme expenditures for the Seven Years W a r 
(1756-63). That debt and the continuing fiscal deficits of 
the Revolutionary Era were the main motivations for issu-
ing assignats (1947, 124). 

20. Harris explains the source of the assignat value data (1930, 
112). The Treasury collected from local sources the prices 
of gold, silver, food, merchandise , and land; these f ive 
prices were combined to indicate the local value of the cur-
rency. During the Reign of Terror, some of the prices in the 
index were subject to controls. 

21. See Capie 's (1991) discussion of more recent instances of 
hyperinflation. See also Sargent (1986). 

22. See Capie (1991), Lerner (1991a and 1991b), and Friedman 
(1991). 

23. Smith (1984, 1985) discusses the experience of inflation in 
the colonial era. 

24. The colonies also gained revenue from confiscating proper-
ty of the crown. 
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25. Lerner (1991b, 393) notes that these statistics refer to the 
eastern section of the Confederacy. 

26. Burdekin and Langdana (1993) suggest that the rapid dete-
rioration of the Confederate currency at the end of the war 
reflected the likelihood that the South would lose the war. 
The decline may reflect the option value of the bills because 
they were supposedly payable in gold two years following 
the end of the war. A loss by the Confederacy, however, 
would make the currency worthless, and holders took this 
fact into account. 

27. Price controls were enforced during wartime. 

28. Ohanian (1993) compared the welfare cost of the Korean 
War (financed by taxation) with World War II (financed 
largely by debt issuance). His results suggest that there are 
large welfare gains f rom tax smoothing. 

29. See Sargent (1986) and Rogers and Wang (1993). 
30. Burgess and Stern (1993) have suggested that seigniorage 

in developed economies represents a small percent relative 
to real G D P (approx imate ly .5 percent ) . H o w e v e r , the 
seigniorage revenues of Argentina from 1980 to 1985 were 
only 4 percent of real GDP, yet they had disastrous results 
on the inflation rate. 
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