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Abstract
The article proposes a typology of inflation regimes that can be applied to any kind of
economy based on the Post-Keynesian and structuralist literature. We identify three
separate regimes: the low, moderate, and high inflation regimes. Hyperinflation is also
defined and described. Each regime presents different characteristics. We identify the
key role played by the distributive conflict between workers and capitalists in all the
regimes, the role played by the indexation of wages on domestic prices in the moderate
and high inflation regimes, and the specific roles played by the widespread indexation
on a short term basis in the high inflation regime. Hyperinflation is explained by selffulfilling prophecies about exchange rate variations and by the rejection of the domestic
currency. Our analysis underlines the fact that the current fear of inflation is largely
groundless.
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1

Introduction

Due to the demand for more active fiscal policies in response to the Covid-19 crisis and
especially since the announcement and adoption of emergency fiscal measures by the
U.S. Government during the first semester of 2021, we observe a resurgence of the “fear
of inflation” rhetoric, underlined among others by the FT columnist M. Wolf on March
26, 2021.1 This rhetoric has been spread by opponents of Keynesian tools, who disregard
policies designed to increase effective demand. Adopting the theoretical framework of
“New Consensus” and mobilizing notions such as the output gap, some recent
contributions (e.g. Landau, 2021) insist on the potential inflationary impact of fiscal
stimuli. They call for the preservation of the current regime – wherein monetary policy is
regarded as the core macroeconomic policy – instead of adopting the type of regime
recommended by Keynesian economists – wherein fiscal policy assumes this role (e.g.
Charles et al., 2021). This reaction comes as no surprise: the risk of uncontrolled inflation
has been the core argument against Keynesian demand-management policies at least since
the end of the 1960s. As underlined among others by López Gallardo and Mansilla (2007,
p. 81), “Fear of inflation was one of the initial reasons for abandoning expansionary
demand policies in advanced capitalist economies”. Atesoglu (1997, p. 639) writes that
“fear of inflation becomes a pretense for monetary policy makers to maintain restrictive
aggregate-demand policies with the resultant high unemployment rates, even when
inflation is low in term of historical standards”. We believe this story should not happen
again in the current context as economies worldwide will face – after the pandemic ends
– sundry challenges in terms of unemployment, economic development, and ecological
transition. Hence, it is mandatory to mobilize active aggregate-demand policies.
In this context, it is essential to determine the causes of inflation (Bivens, 2021) and to
present an explanation of inflation dynamics indicating that the inflation problem is not
an immediate issue, and thus there is no reason why countries should be too careful as
regards adopting expansionary policies. However, though episodes of high inflation and
hyperinflation have been rare events in the last two decades and are unlikely to occur in

1
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the short run, understanding inflation dynamics – and how hyperinflation episodes
emerge – remains a current and relevant topic. Such an understanding is relevant to
anticipating the consequences of economic policy measures on inflation and on
distribution in the medium and long run. In sum, this paper aims at presenting tools for
understanding inflation as a means to fight the unwarranted fear of inflation that restricts
economic policies.
As we justify afterwards, our theoretical proposals mobilize different mutually consistent
sources. Indeed, our typology is fully in line with the taxonomy proposed by Vernengo
(2005): two decisive characteristics permit us to define the perimeter of our references.
Firstly, money is endogenous. This characteristic means we can dismiss the influence of
theories that claim a causal relation from quantity of money to inflation. This rejection
seems very natural for at least two reasons: the causality from quantity of money to
inflation is hard to prove and remains fragile (De Grauwe and Polan, 2005) and the
hypothesis of the exogeneity of money appears very unrealistic.2 Secondly, we wish to
adopt a cost-push view of inflation – in line with the Post-Keynesian tradition – instead
of a demand-pull view of inflation that appears too mechanical.3 As highlighted by
Vernengo (2005, pp. 22-23), this second characteristic allows us “to emphasize the fact
that the main distinction between conventional wisdom and all unorthodox views of
inflation depends on whether some extraneous element forces inflation into a system that
would otherwise work perfectly, generally in the form of government’s excessive money
printing, or if social conflicts and structural limitations are ultimately resolved by
inflation, typically by allowing costs to increase”.

2

The idea that money is endogenous has been increasingly accepted. See for instance, Sheard (2013) and
McLeay et al. (2014).
3

By demand-pull theories of inflation, we mean all the theories that explain inflation as a mechanical
consequence of scarcity and of market forces. For example, the Phillips curve models of inflation emphasize
the mechanical link between the level of unemployment and inflation. Here, we admit the level of inflation
can be influenced by the level of unemployment, but also by other economic factors and by the institutional
context (see section 2). Thus, following Pérez Caldentey et al. (2020, p. 88), we assume “there is no reason
to expect an unambiguous or systemic relation between prices and quantities”.
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In this paper, we adopt a Post-Keynesian4 and structuralist theoretical framework. In such
a theoretical framework, the money supply cannot be the cause of the level of prices
because money is endogenous. Furthermore, Post-Keynesians usually reject the existence
of the NAIRU,5 as they do not recognize the existence of output gaps, endogenous or
natural equilibrium inflation rates. As Keynes himself proposed (1936, p. 309) “the long
run stability or instability of prices will depend on the strength of the upward trend of the
wage-unit (or, more precisely, of the cost-unit) compared with the rate of increase in the
efficiency of the productive system”. The core variable to observe while studying
inflation dynamics is the behavior of cost variables like the changes in wages (Robinson,
1964), mark-ups and other cost shocks like exchange rate devaluations.
More precisely, this paper develops a typology of inflation regimes based on some earlier
Post-Keynesian and Structuralist contributions – for instance Robinson (1951), NoyolaVasquez (1956), Sunkel (1960), Kalecki (1962) and Pazos (1963, 1972) or even Dutt
(1987), Lavoie (1992) and Carvalho (1992, 1993) – plus some recent contributions that
theoretically and empirically analyze inflation regimes and hyperinflation episodes based
on lessons from this earlier literature. This renewed interest in inflation regimes and
hyperinflation from a Post-Keynesian/Structuralist perspective includes for instance the
works of Marie (2014), Charles and Marie (2016, 2017, 2020, 2021), Bastian and
Setterfield (2015, 2020), Vera (2017), Kulesza (2017), Drabo (2018), or Desmedt
(2021).6 Hence, the typology is the result of an ongoing research effort that incorporates
these recent contributions.
Our typology identifies the sources of inflation and underlines the links between inflation
and functional income distribution. To put it in a nutshell, this paper aims at presenting
the different inflation regimes and at understanding hyperinflation in a pedagogical

4

By Post-Keynesian, we understand the broad definition proposed by Lavoie (2014) that incorporates
different traditions like Fundamentalist Keynesians, Kaleckians, Sraffians, Kaldorians and Institutionalists.
5

For an exception, see for example Stockhammer (2008). In this paper, the author argues that the NAIRU
model can be consistent with the Post-Keynesian theory of inflation wherein inflation is due to real
distributional conflict and, equilibrium is unstable.
The work on inflation as a conflicting claims phenomenon of some Sraffian economists – like for instance
Stirati (2001), Bastos (2002) and Serrano (2010) – has close connections with the works we use here.
6
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manner. In so doing, we understand the specific roles played in an inflationary course by
the distributive conflict, indexation and other cost-push elements (exchange-rate,
financial costs, etc.) and we explain to what extent these elements do or do not play an
important role in a specific context.
We use the term “inflation regime” because we aim at describing different institutional
frameworks which generate different inflation dynamics. Our regimes are a form of ideal
types. In each regime, we identify specific institutional characteristics or conventions,
such as specific formal or informal rules existing in an economy, or specific patterns
stemming from economic agents.7 As a result, the inflation dynamics in each regime
present specific characteristics, beyond the simple increases in price levels. For instance,
these different characteristics include the presence or absence of inertia, or the degree of
sensitivity of prices or wages to the exchange rate dynamics. Moreover, the concept of
regime refers to the notion of stability, in the sense that a regime is prone to endure for a
certain time. This definition is compatible with the definition of an institutional regime
proposed by Setterfield and Cornwall (2002, p. 71) – which in this paper we apply to
inflation – when they state that an institutional regime is a “relatively enduring macroinstitutional structure within which economic behavior takes place. It constitutes the
operating system that provides the social infrastructure necessary, in an environment of
uncertainty and conflict, to create stability, undergird the state of long-run expectations,
reconcile competing distributional demands and hence facilitate economic activity among
decentralized decision makers.” The identification of each regime requires us to set ‘ideal
types’. To this end, we propose qualitative criteria for each regime and for hyperinflation;
the various inflation regimes are based on different institutions meaning that there are
specificities in the way the economy works in each case.

7

As we explain further in the paper, the institutions and conventions involved in our inflation regimes
include, among others, the way wages are negotiated by workers and firms and the way firms set prices
(thus indirectly involving labor law or commercial law), the presence or not of indexation mechanisms, the
consideration or not of exchange rates issues in determining wages or prices, etc. Of course, an economy
can shift from one regime to another, and the conditions for such shifts need to be explained; in other words,
we can identify what causes an institutional change in prices and wages determinations.
IE-UFRJ DISCUSSION PAPER: CHARLES; BASTIAN; MARIE, TD 032 - 2021.

6

Our target in this paper is thus to build a typology that applies to any type of capitalist
economy. Therefore, we propose definitions that are essentially qualitative instead of
quantitative as was the case for instance of Cagan’s (1956) classic work on hyperinflation.
We also identify exogenous factors that may induce the move from an inflationary regime
towards another one. It may be observed that the analysis proposed here insists on the
role played by external factors (instability of international prices or of exchange rates for
example). In this regard, we identify in this paper three core inflation regimes: 1) the low
inflation regime, which we describe in the second section; 2) the moderate inflation
regime, which we discuss in the third section; 3) the high inflation regime, which we
analyze in a fourth section. In a fifth section, we identify the characteristics of
hyperinflation and propose a qualitative definition of this phenomenon. Hence, the
combination of the three regimes – plus hyperinflation episodes – constitutes our typology
of inflation regimes and of hyperinflation.8
An economy can obviously switch from one regime to another, and there are sundry
historical inflationary paths among economies. This is incidentally one of the reasons why
it is so important to build a typology of inflation regimes that specifies their characteristics
and fragilities and how an economy moves from one regime to another. The economic
policy (fiscal and monetary tools) can be constrained by the inflationary regime and
priorities of the economic policy should change with the inflationary context. In other
words, the different regimes have different properties and may induce specific
macroeconomic dynamics (Bastian and Setterfield, 2015). A regime change necessarily
implies institutional changes. It is important for the economist or the economic policy
maker to understand such characteristics. In return, hysteresis can make the path from a
high inflation regime to a moderate inflation regime difficult, as it may be very
challenging for a country hit by hyperinflation to restore a unit of account and to stand on
a path of sustainable growth with low inflation.

8

Carvalho (1992) discusses inflation regimes like the low inflation regime, which he calls the equilibrium
inflation regime, and the high inflation regime. However, he ignores the moderate inflation regime. And
regarding hyperinflation, as we will explain hereafter, we insist on the role played by anticipations about
the exchange rate to define hyperinflation whereas Carvalho maintains that hyperinflation is a “coordination
breakdown”.
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Finally, our typology reaffirms the need for fiscal stimuli in the face of the Covid-19
crisis: as most economies currently exhibit the characteristics of a low inflation regime,
the fear of inflation is groundless.
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2

The Low Inflation Regime

In the low inflation regime, inflation is due to the distributive conflict between workers,
the wage earners, and capitalists, the profit earners. The low inflation regime corresponds
to the basic conflicting-claims model of inflation described by Post-Keynesians like Dutt
(1987) and Lavoie (1992; 2014). We can also use the term “wage-cost mark-up relation”
to describe the relation that produces inflation. This regime is similar to the “equilibrium
inflation regime” in the works of Carvalho (1993), but we prefer to leave aside the term
equilibrium to avoid any discussion of this term.9
In this regime, besides wage costs, there are other costs that can fuel inflation, including
the increase in financial costs, the changes in exchange rate, or increases in the prices of
imported inputs.
Main Characteristics:
The low inflation regime – as we define it – describes situations wherein inflation rates
are generally low and stable. Agents trust and use the country’s money of account in
everyday transactions and also in long-range contracts. In fact, most countries today live
under a low inflation regime, especially the wealthiest economies.
To formally describe this regime, we start by referring to the traditional wage-cost markup equation (Kalecki, 1971; Weintraub, 1978) that can be written:
𝑝 = 𝑧 (𝑤⁄𝑦)
where p is the price level, z the mean mark-up coefficient applied to a unit of labor
mobilized (with 𝑧 = (1 + 𝑚) and 𝑚 being the mean mark-up) and 𝑤⁄𝑦 is the unit labor
cost (with w the nominal wage and y the output per unit of labor). From this equation, we

9

Some authors used the term creeping inflation to designate the inflation dynamics in the developed
countries in the decades after World War II. Accordingly, creeping inflation describes a situation wherein
real wages grow in line with productivity. For details, see Morlin (2017).
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understand that it is equivalent for firms to set a target in terms of real wages or in terms
of a mark-up.
This equation is an identity that says nothing about the sources of inflation. But it is easy
to deduce from the foregoing equation the following relation:
𝑝̇
𝑧̇ 𝑤̇
𝑦̇
= + −
𝑝
𝑧 𝑤 𝑦
𝑝̇

Here, we see that an increase in the rate of price variation (𝑝) is induced by a positive
change in the mark-up and/or a positive change in the nominal wage or a decrease in
productivity.
This basic equation is fundamental for our reasoning and to propose our equations
describing what we call the low inflation regime. In the low inflation regime, the inflation
rate is mainly due to conflicting claims between wage earners and capitalists over output
(Perry and Cline, 2013); in other words, the conflict (and its resolution) between workers
and capitalists over the distribution of revenue induces inflation dynamics and determines
the distribution of income. In any case, it does not mean that inflation is exclusively due
to the distribution conflict as we will explain later.
Hereafter, and for the sake of simplicity, we will assume productivity is constant.10 Then
and formally, following Rowthorn (1977), wage inflation can be represented by the
following equations proposed by Dutt (1987) and Lavoie (2014):
𝑤̇
𝑤

= Ω (𝜔𝑤 − 𝜔)

(1)

Equation (1) describes how nominal wages evolve, where:
𝑤̇
𝑤

is the rate of change of nominal wages

10

If nominal wages claimed by workers do not exceed the rate of growth of labor productivity, firms can
maintain their real mark-up on labor costs without passing on in prices the increase in nominal wages. In
other words, productivity gains reduce the inflation path; the fact that we do not formally take into account
the productivity gains does not modify our conclusion.
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ωw is the real wage rate targeted by workers
ω is the current real wage rate
And Ω is the workers’ bargaining power

ωw and Ω are parameters determined by historical circumstances. To describe a specific
situation, they need to be approximated. This is consistent with what is explained by
Eichner and Kregel (1975, p.1305): “Post-Keynesian theory accepts Keynes’s view that
the nominal wage is for the most part exogenously determined […] it may depend as
Keynes himself emphasized, on the bargaining strength of the trade union movement.” It
is also fully in line with the analysis of inflation proposed by Joan Robinson who
specifically insists on the role played by unions in the working of the economy and on the
path inflation rates follow (see for example Williams, 1981). The workers wage target
can be influenced by the rate of growth of unemployment, or the mean level of
unemployment over several years; a steady increase in unemployment may induce a
decrease in the wage share targeted by workers as the reserve army of workers expands
and as fear of unemployment grows. The real wage rate targeted by workers may be
regarded as the real wage that workers deem fair (see Lavoie, 2014); this value may
change at different periods, but workers’ experience regarding the historical record of real
wages plays an important role. For example, it appears realistic to imply that workers in
developed countries aimed at obtaining higher real wages during the Fordist period than
during the contemporary post-Fordist era.11 For its part, bargaining power (i.e. the ability
to reach the target) can be determined by institutional factors such as the strength of
unions. The workers’ bargaining power is stronger when unionization is high; the value
of this parameter is necessarily greater than or equal to 0. If Ω = 0, then, workers have
absolutely no chance of obtaining the value of nominal wages they desire. In an extreme
case, if trade union activities are forbidden, for example by a military government, the
real wage target can be high, but workers are unable to obtain nominal wage increases
due to the repression of trade unions.

11

Here we use the terms Fordist period and post-Fordist period as proposed in Regulation Theory. See for
example Boyer (2004) or Jessop (1995).
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Equation (2) describes the price inflation:
𝑝̇
𝑝

= 𝜓 (𝜔 − 𝜔𝑓 )

(2)

Where:
𝑝̇
𝑝

is the inflation rate

𝜔𝑓 is the real wage rate targeted by firms
And 𝜓 is the firms’ market power

Along the same lines, the rate of change of nominal wages, 𝜔𝑓 and 𝜓 are parameters that
change with circumstances. On the one hand, 𝜔𝑓 is usually negatively affected by the rate
of capacity utilization, but in a non-linear way: in fact, experience shows that in the short
run, firms would prefer to increase their rate of capacity utilization if it is lower than
increasing prices, but if normal capacity utilization is reached, firms will tend to increase
their mark-up target (i.e. to decrease their real wage share target). On the other hand, as
observed in the real world, markets are characterized by situations of greater or lesser
competition among suppliers; for Post-Keynesians, the situation of pure and perfect
competition is illusory. The stronger competition is among firms, then the lower the value
of 𝜓, which needs to be greater than or equal to 0. In a situation of pure and perfect
competition, 𝜓 = 0. In this situation, it is impossible for a firm to impose the price it
desires. The degree of competition among firms can be positively affected by the external
openness of the economy for example.
In this so-called low inflation regime, we can postulate that during each bargaining period,
workers negotiate the nominal wage for the next period. Then firms set prices, seeking to
achieve a price level compatible with their desired mark-up. The inflation rate is therefore
the consequence of the gap between the mark-up sought by firms and the real wage rate
the workers try to obtain and of the bargaining power of workers and of the market power
of firms. We can identify from our model the rate of inflation and the real wage rate, that
is to say, the distribution of the domestic revenue between workers and capitalists.
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12

In the steady-state (or “equilibrium”) situation, we have:
𝑤̇
𝑤

𝑝̇

=𝑝

(3)

We can deduce the steady-state value of the real wage rate:
𝜔∗ =

𝛺𝜔𝑤 +𝜓𝜔𝑓

(4)

𝜓+ 𝛺

And the steady-state value of the price inflation:
𝑝̇

𝜓𝛺 (𝜔𝑤 −𝜔𝑓 )

𝑝

𝜓+𝛺

( )∗ =

(5)

Graphical representation:

𝑤̇ 𝑝̇
,
𝑤 𝑝
𝑝̇
= 𝜓 (𝜔 − 𝜔𝑓 )
𝑝

Ω𝜔𝑤

𝑤̇ ∗ 𝑝̇ ∗
=
𝑤
𝑝

𝜔∗

− 𝜓𝜔𝑓
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At this step, as underlined by Setterfield (2006), we should keep in mind three
fundamental propositions: the conflict over the distribution of income is central to the
process of inflation; both the bargaining power of workers and the market power of firms
are incomplete; and workers and firms first bargain over the wage changes then, in a
second round, firms set prices. Looking at equation (5), we immediately understand that
the parameters determine the inflation rate and the distribution; any change in the values
of the parameters will induce change in the inflation rate and in real wages. Although the
rate of unemployment or the level of activity may influence wages or prices, it is
important to highlight that the model is not designed to allow mechanical relations
between these variables. In fact, one should recognize that exogenous elements (historical
conditions, institutional context, etc.) strongly affect the values of the parameters.

What can modify the pace of inflation? Consequences of a decline in workers’
bargaining power:
If workers’ bargaining power declines (for example, due to a reduction in trade unions’
strength stemming from labor market flexibilization and the increase in the number of
short-term employment contracts), the slope of the line

𝑤̇
𝑤

is reduced. Therefore, the

steady-state equilibrium changes: inflation is lower than before, and the wage rate
declines. But institutional or legislative changes can affect bargaining power and market
power too. Thus, Setterfield (2007, p. 142) explains how during the 1970s and 1980s in
United States “a constellation of institutional changes [that] have diminished worker
employment and income security independently of the performance of the aggregate
labour market, as measured by the rate of unemployment.” Aquanno and Brennan (2016,
p. 235) made similar observations and came to similar conclusions about the Canadian
economy. In the same vein, Vera (2017), on the U.S. economy of the second part of the
twentieth century, concludes that the “discontinuity of the relationship between inflation
and unemployment […] is explained here to be guided by specific institutional
arrangements associated with the distribution of market power between labor and
capital”. This means that the Post-Keynesian theory of inflation is not contradictory with
the traditional Phillips curve, but wage increases are not only affected by the level of
unemployment but also by “a large exogenous content in wage determination” (Atesoglu,
1997).
IE-UFRJ DISCUSSION PAPER: CHARLES; BASTIAN; MARIE, TD 032 - 2021.
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Consequences of an increase in input prices:
Of course, other cost variations than wage changes borne by firms can lead to increases
in inflation and may be integrated in the reasoning. As previously noted, and as underlined
by Lavoie (2014, p. 542), saying that “wages are the main determinant of prices does not
necessarily imply that wage increases are the main cause of price inflation”. How can we
deal in terms of our model with other causes of price inflation?
For instance, let’s imagine the economy is hit by a negative supply cost shock (such as an
increase in imported commodity prices). Then, firms will try to pass-through this cost
increase in domestic prices to maintain their profitability, meaning that real wages would
decrease. Logically and as a consequence, workers would also react to this increase in
inflation by claiming higher nominal wages.
Formally, we can introduce such an exogenous shock in our equations in the following
way:
𝑝̇
𝑝

= 𝜓1 (𝜔 − 𝜔𝑓 )+ 𝜓2 Υ

(6)

Where:
𝜓2 is the ability of firms to pass-through the exogenous increase in costs by an increase
in domestic prices (with 0 ≤ 𝜓2 ≤ 1). Like 𝜓1 , 𝜓2 is a proxy of the market power of
firms and is also positively related to the rate of capacity utilization (if firms operate with
a low rate of capacity utilization when the shock arises, firms will have a smaller reaction
than if the same shock arises when the rate of capacity utilization is high). Υ is the
exogenous shock, expressed as a growth rate of input costs.
And:
𝑤̇
𝑤

= Ω1 (𝜔𝑤 − 𝜔) + Ω2 (𝜓2 Υ)

(7)

Where:
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Ω2 is the capacity of workers to pass-through the increase in inflation in nominal wages.
Even if we observe a positive shock on input prices, it is still possible to imagine the real
wage share does not change. If Ω2 = 𝜓2 = 1, meaning that firms like workers manage to
fully pass on the increase in costs to prices and nominal wages, the real wage share is the
same as before, but inflation increases as depicted in the following figure:

This representation appears realistic: Bloch et al. (2004, p.543) find “complete passthrough of inflation in input prices to inflation in finished goods” for the U.S. economy
in the twentieth century. So, if firms may be accustomed to passing-through an increase
in costs to prices, during periods of high bargaining power of workers, we may observe
examples in the real world where our assumption leading to both an increase in inflation
and the stability of the wage share could be seen as acceptable.
But of course, such an exogenous supply shock usually causes an increase in inflation and
changes in the distribution. Nevertheless, consequences are a priori undetermined. For
example, if Ω2 < 1, meaning workers fail to fully adjust nominal wages after an increase
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in inflation caused by an increase in costs incurred by firms, the wage share in the
economy will decrease. Such a situation is described by Marie (2010) to explain the
increase in inflation and the simultaneous decrease in the wage share in Argentina in 1974
as a result of firms’ variable costs that were affected by the increase in the prices of
imported goods involved in the production process. Lavoie (2014, p. 569) and Bastian
and Setterfield (2020) also imply a fall in real wages after an exchange rate shock. This
case may be regularly observed; Bloch et al. (2007) specifically study the effect of a
commodity price boom in industrialized countries that use commodities as inputs: they
find that the increase in commodity prices leads to increases in finished goods prices but
the subsequent increase in wages is usually lower, particularly as “the experience of the
past few decades indicates a strong tendency to implement deflationary policies” (op. cit.,
p. 38) that hampers the bargaining power of workers…

Inherent fragilities of the regime:
Describing the low inflation regime enables one to understand why economies in such a
regime may face high unemployment. In wage-led economies, a rise in real wages is a
prerequisite for a decrease in unemployment. But if the economic policy aims at fighting
inflation, this condition may not be observed. In fact, nowadays, economies in a low
inflation regime are prone to weak effective demand and to an income distribution
inconsistent with full employment. Such a situation may even lead to risks of deflation,
as was the case for example in the Eurozone at the beginning of the 2010s. We can also
observe some general characteristics of economic policies in these regimes: they are
mainly marked by tight monetary and fiscal policies. Fiscal policies are conducted based
on “sound finance principles”, whereas the central bank opts for a tight monetary policy,
meaning high interest rates. In fact, economic policies aim at lowering the inflation rate
and, monetary policy is the core macroeconomic tool. Opting for tight monetary and fiscal
policies as a means to keep inflation rates low causes low economic growth rates and high
unemployment levels. The Eurozone economy may be the best example of such a
strategy. As most economies are nowadays under a low inflation regime, there are
economic policy possibilities to reach full employment and to foster investment: in such
a low inflation regime, there is room to adopt true and active “Keynesian economic
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policies” based on fiscal expansion. In the current context, such public intervention would
not generate inflation in the short run because bargaining power, market power, the real
wage targeted by workers and the mark-up targeted by firms are low; these parameters
would have to be reinforced before a wage-prices spiral could arise.

The road towards the moderate inflation regime
History tells us that the current situation – wherein our core parameters are at low values
– is not always the case: a low inflation regime with high values of the key parameters
can switch to a moderate inflation regime. In this context, a first point to mention is that,
even if workers manage to react and to obtain an increase in nominal wages after an
increase in inflation induced by an exogenous shock, the adjustment process of the
nominal wages after an increase in prices is not instantaneous. In fact, firms usually react
sooner than wage earners (see for example Bloch and Sapsword, 1991). Firms may
rapidly react to an increase in their costs whereas wage earners will react only after they
observe that domestic prices have increased. During the adjustment process, and due to
the lag of these reactions, the real wage has temporally decreased. As Vera (2013, p. 261)
suggests: “As inflation erodes real values and misaligns relative prices, agents are
required to reset wages and renegotiate contracts by creating rules that reconstitute the
claims of peak real incomes periodically. When inflation rises to two- or three- digit
levels, market transactions and contracts become disrupted, and it may happen that
contracts start to index wages to inflation.”
Thus, these observations are important, and open the door to a modification of the
inflation regime; the development of indexation of wages on inflation is the hallmark of
this new regime.
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3

The Moderate Inflation Regime

The moderate inflation regime emerges when inflation is relatively high in the low
inflation regime, due to the virulence of the distributive conflict. A supply shock can
induce the move from the low inflation regime to the moderate inflation regime (as with
the oil shocks in the 1970s for many developed economies). In this regime, there is a
growing institutionalization of the indexation of wages on prices. The distributive conflict
still plays an important role in the inflation path, and inertia of inflation is also growing.

Main Characteristics:
In a moderate inflation regime, due to experience, agents adapt their behavior and seek to
develop new institutions designed to prevent abrupt changes in income distribution due
to the instability of inflation. The best example of such a regime shift is certainly the
emergence of indexation mechanisms in the context of the so-called developed economies
in the late 1960s. At that time, an upward trend of inflation had been observed for several
years caused by both the strengthening of bargaining power and increases in targets due
to strong economic growth, and a concomitant instability of inflation due to different
exogenous and supply shocks. In that sense, anticipations are backward looking (see for
example Nevile and Krielser, 2008, p. 314), explaining the development of indexation. It
is beyond the scope of this paper to define a universal inflation rate threshold at which
agents start to index insofar as we want to stress qualitative characteristics to define our
different regimes. In any case, a typical moderate inflation regime usually develops when
the inflation rate moves beyond two-digits or some level close to this mark. Moreover,
there are two factors that may influence this threshold. The first is trade union bargaining
power: the stronger trade unions are, then the faster they can impose indexation. The
second is the country’s previous experience of high inflation: countries with experience
of a high inflation regime develop a sort of inflation memory, meaning that they are likely
to index faster than countries without such experience. Furthermore, it is important to
observe that an economy will not necessarily move immediately to a moderate inflation
regime if the inflation rate exceeds a specific threshold. As previously noted, inflation
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rates need to remain in this pattern for some time for agents to adapt. In other words,
inflation rates need to be systematically high.12
In turn, as indexation of wages spreads,13 a new inflation regime appears; this “new
‘order’ […] represents a sustainable adaptation to the (inflationary) environment. […]
Indexation is not a solution to distributive conflict but a new form for its
institutionalisation” (Carvalho, 1993, p. 66). As explained by Bastian and Setterfield
(2015, p. 654) “thanks to indexation, shocks that increase inflation propagate into
permanent increases in the equilibrium rate of inflation.” This analysis is fully in line with
the structuralist analysis of inflation; as stated by Taylor (2004, p. 70), “[c]onflict and
propagation mechanisms are the essential elements of structuralist inflation theory”. In
the 1980s, neo-structuralists authors proposed models of inertial inflation based on two
central hypotheses (Serrano, 2010):14 the real markup is exogenous, and workers obtain
the nominal wage targeted, but do not try to increase their average real wage. Here, we
do not assume the income distribution cannot change and that workers always lose in the
process: in case workers’ bargaining power is strong (or reinforced after capitalists
increase their prices), we admit that they can possibly increase their real wages. In other
words, in our approach, the market power of firms, the bargaining power of workers, and
the real wage targets may change, both in the moderate inflation regime as well as in the
low inflation regime.
In the so-called moderate inflation regime, the distributive conflict still plays a
fundamental role in inflation. But the indexation of wages on past inflation, as an

12

The transition from a low inflation regime to a high inflation regime can be smooth or violent. Here we
consider a smooth transition. Bastian and Setterfield (2015) analyze the case of a violent transition.
13

There can be different types of indexation mechanisms in the economy in a moderate inflation regime.
The distinctive element of a moderate inflation regime is that indexation is restricted to just a few contracts
and sectors.
14

Serrano (2010) refers to a research group at the Department of Economics of the Pontifical University of
Rio de Janeiro (PUC/RJ), which in the early 1980s developed interesting work on the inertial characteristics
of Brazil’s inflation. This group was usually called neo-structuralist. There is no consensual definition of
neo-structuralism and there are economists from other departments and countries who have also been
referred to as neo-structuralists.
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institutional creation, induces an inertial component to inflation. Following Ros (1989, p.
10), “inflation rises by stages and stabilizes around them until a new shock induces an
acceleration towards a higher but stable ‘plateau’.” Indexation breeds a feeling of safety
for all agents. Thanks to indexation, the uncertainty over the outcome of negotiations
about the level of wages between workers and capitalists is reduced: indexation “may, in
principle, be conceived to reorient the opposing forces not towards a kind of final
settlement, which is not achievable, but to compliance with rules of conflict that limit
damages and increase the predictability of outcomes, allowing economic life to recover
some measure of stability while conflict goes on. This, as we shall see, is the real meaning
of indexation” (Carvalho, 1993, p. 66). Hence, indexation is likely to emerge in situations
where bargaining power is relatively strong.
The term “regime” is adapted to describe situations in which indexation prevails. The
institutional adaptation allows higher rates of inflation to be durable and may not induce
an economic collapse. In case of exogenous shocks, the rhythm of inflation would be
affected, as if we observe modifications in the terms of the distributive conflict in a similar
way to situations we addressed in the previous section.
Moderate inflation regimes are not rare in real world experience. Firstly, even in situations
where indexation is not generalized to all contracts, it is not unusual for some wage
earners to benefit from some indexation clauses. Moreover, full indexation (or quasi-full
indexation) of wages on prices was the norm during the late 1970s in industrialized
countries, “although the adaptation process can take different forms and [is] influenced
by particular historical circumstances” (Ros, 1989, p. 9). For example, a full wage
indexation on prices was decided by the Australian government in April 1975 (see Phipps,
1981, or Warren, 1980). In the case of France, the minimum wage was indexed just after
World War II, but the full indexation of wages was generalized in a period of strong
bargaining power of workers, after the huge demonstrations and strikes during May 1968.
Thus, “the quasi-indexation of wages with consumer prices, which can be observed from
1969 onwards, continued during the crisis. The fall in the exchange rate reinforced
domestic inflationary tendencies and caused the acceleration in wages during 1974”
(Boyer, 1979, p. 117). In Israel, from the 1950s to 1975, wages were indexed to a Cost of
Living Adjustment Index that differed from the Consumer Price Index; “the general
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pattern is one of reasonable protection [of the purchasing power of workers] during the
1950s and 1960s, and relatively greater erosion during the accelerating inflation in the
1970s” (Prager, 1986, p. 266). Thus, in a moderate inflation regime, a crucial issue is to
define the index on which one bases indexation (Jany-Catrice, 2020). In many
industrialized countries, indexation mechanisms were dismantled during the 1980s;
nowadays their economies evolve under a low inflation regime, generally marked by low
bargaining power of workers and market power of firms, explaining the low inflation
rates observed.
The recent economic history of Latin American countries provides some typical examples
of experiences of moderate inflation regimes. Since the 1960s several authors, following
a path first taken by Pazos (1963) and Simonsen (1970), have identified indexation as
generating inertia in inflation.
Following Bastian and Setterfield (2015), we can encompass our observations to define
the moderate inflation regime and thus to formalize the moderate inflation regime.15 The
rate of change of nominal wages is similar to the rate of change presented in (1), but an
indexation component is added:
𝑤̇
𝑤

𝑝̇

= 𝛺 (𝜔𝑤 − 𝜔) + 𝜆 (𝑝)−1

(8)

Here the subscript (-1) indicates that workers aim to index nominal wages on past
inflation. The parameter 𝜆 indicates the degree of indexation obtained by workers. If 𝜆 =
0, there is no indexation of wages on prices. If 𝜆 = 1, there is a full indexation of wages
on inflation observed in the previous period. All potential values of 𝜆 between 0 and 1
describe situations where full indexation of wages is not observed. The rate of changes of
prices can be formally expressed in the following manner, where 𝛽 indicates the degree
of indexation of prices in reaction to wage indexation:

15

The equations that here describe the moderate inflation regime are the equations that describe the high
inflation regime in Bastian and Setterfield (2015).
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𝑝̇
𝑝

𝑤̇

= 𝜓 (𝜔 − 𝜔𝑓 ) + 𝛽(𝑤)

(9)

Steady-state equilibrium conditions:
𝑤̇
𝑝̇
𝑝̇
= = ( )−1
𝑤 𝑝
𝑝
0 ≤𝜆=𝛽≤1
Steady-state values:
𝜔∗ =

(1 − 𝛽)𝛺𝜔𝑤 + (1 − 𝜆)𝜓𝜔𝑓
(1 − 𝜆)𝜓 + (1 − 𝛽)𝛺

𝜓𝛺 (𝜔𝑤 − 𝜓𝜔𝑓 )
𝑝̇
( )∗ =
(1 − 𝜆)𝜓 + (1 − 𝛽)𝛺
𝑝
Here, if 𝜆 = 𝛽, ceteris paribus, we observe the inflation is higher than the inflation
observed in the low inflation regime.16
Even if moderate inflation regimes can be regularly observed and even if such regimes
may endure over time, they suffer from fragilities that may lead to a modification of the
regime towards the high inflation regime.

16

It is possible, for a short period of time, that inflation rates in a moderate inflation regime become low
without the economy moving back to a low inflation regime. This can happen after some positive shocks
(or maybe productivity gains) that help inflation rates to fall. However, a regime shift necessarily means
institutional change. Hence, moving from a moderate back to a low inflation regime means dismantling the
indexation clauses that characterize the moderate inflation regime. In fact, without dismantling these
indexation rules, inflation is unlikely to remain low. In other words, the fall in inflation rates tend to be
temporary (see for example Phipps, 1981). In fact, during some historical episodes, the development of
indexation of wages played an unexpected role: the indexation went hand-in-hand with a decrease in real
wage targets and with an erosion of the bargaining power of workers (see Warren, 1980). As unions
obtained the full indexation, it was then more difficult for workers to negotiate for more.
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Inherent fragilities of the regime:
In practice, the main fragility of the moderate inflation regime comes from the capacity
of this regime to generate inflation inertia. Each shock can induce an increase in inflation
as in the low inflation regime, but the new levels of inflation are perpetuated with
indexation. Here, external constraints may play an important role as underlined by
structuralist authors: when an exchange rate adjustment occurs (for example to restore
external equilibrium), unit costs rise and because of indexation, these unit cost rises lead
to domestic price increases and ultimately to rises in nominal wages (see for example
López Gallardo and Mansilla, 2007, p. 85). In a nutshell, each shock may perpetually
raise inflation to higher levels. This observation explains why Latin American economies
– with recurrent problems of balance of payments and with indexation schemes – are
prone to experience high inflation rates.
If institutional indexation mechanisms were efficient, it would be easy to conclude that
increases in inflation do not cause changes in distribution; meaning that in countries
where income distribution is very unequal, a perfect indexation scheme that freezes
income distribution could not be considered as a solution. In the real world, indexation
schemes tend to be imperfect, meaning that there are indeed risks of changes in
distribution. One must also bear in mind that indexation of wages is usually organized at
discrete times (Jadresic, 2002). This observation opens the way to a change of regime.

The way towards a high inflation regime:
Pazos (1963; 1972) was probably the first to analyze inflation dynamics when indexation
mechanisms play an important role. His reasoning was further developed by different
authors like Simonsen (1970) or Frenkel (1979). Pazos’s analysis starts with the
observation that the readjustments of nominal wages (secured by indexation) occur at predetermined dates. Consequently, as prices of goods tend to be adjusted in more continuous
times, real wages are immediately affected by inflation, thus encouraging workers to
obtain an increase in the frequency of their nominal wage readjustments. Then, it is
observed that shortening the indexation intervals and increasing the frequency of
adjustments of wages increase inflation (see also Taylor, 2004, p. 74). The consequences

IE-UFRJ DISCUSSION PAPER: CHARLES; BASTIAN; MARIE, TD 032 - 2021.

24

of this mechanism are also described by Vera (2013, p. 261): “There are situations,
however, in which higher inflation in the past leads to higher wage settlements which in
turn further raise inflation. […] Thus, as inflation accelerates, contracts shorten, and that
shortening of contracts is itself a factor that causes inflation to accelerate.” Beyond the
quantitative level of inflation levels mentioned by Taylor, we have to mobilize, in order
to build our typology, the teachings of the so-called “Pazos-Simonsen” theorem: in a
moderate inflation regime, inflation may increase as a result of shortening the time span
between two wage revisions, thus leading to new increases in inflation and new claims
for increased frequencies of reevaluation of nominal wages. In other words, in cases of
repeated shocks, the inflation rates observed in a moderate inflation regime may increase
strongly.
As a consequence, when the frequency of adjustments of nominal wages increases and
inflation rises, wage indexation may become insufficient. Agents react to the risks of new
increases in inflation by refusing contracts without indexation (for example, in the case
of real estate renting or for savings denominated in domestic currency) because
uncertainty about inflation could minimize the potential benefits of the transaction. Then,
new institutional arrangements develop in the economy, meaning that it moves from the
moderate inflation regime to the high inflation regime.
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4

The high inflation regime

In the high inflation regime, further changes take place: indexation of wages on prices is
generalized, and we now observe a spread of other indexation mechanisms. Following
Carvalho (1993, p. 67), “the main feature of a high inflation regime is the creation of a
widespread system of contracts denominated in a unit of account other than the legal
tender of the economy”. Here, we generally observe the reduction in the duration of many
contracts. Franco (1990) suggests that there is a qualitative change that starts when wage
readjustments become monthly.17 In fact, problems really start when monthly
readjustment are not enough, so that workers either try to get real wages that are higher
than the previous peak real wage – to sustain their average real wage – or try to get
quarterly or even weekly readjustments. High inflation regimes can last for several
periods, several years. This possibility allows us to use the term “regime”. Nevertheless,
we need to keep in mind that such a regime is unstable; as explained by Carvalho (1993,
p. 70) a high inflation regime is an “unstable arrangement, in which inflation is always
more likely to accelerate than not. Any exogenous inflationary shock is perpetuated since
all agents are potentially capable of shifting it into the prices they charge for their own
goods or services.”18
We have also to note that this regime requires the availability of a continuously published
index: Carvalho (1992) makes a similar point. Accordingly, he argues that “shorter
adjustment periods demand other kinds of indices than price indices. In most cases the
new adjustment index has been the exchange rate to the dollar” (Carvalho, 1992, p. 201).
Thus, in a high inflation regime, we may observe the development of indexation on

17

Franco (1990) suggests that this usually happens when monthly inflation rates move beyond 20 percent
(Franco, 1990, p. 65).
18

In a moderate inflation regime, inflation shocks also tend to have lasting effects. However, due to
widespread indexation, the effects of such shocks tend to have permanent effects: after a shock, inflation
rates move to a new plateau and are unlikely to return to the former plateau. Moreover, inflation shocks
play an important role when it comes to shifts from one regime to another. For instance, it is fair to argue
that Western European countries moved from a low inflation regime to a moderate inflation regime after
the First Oil Shock, whereas some Latin American countries moved from a moderate inflation regime to a
high inflation regime after the same shock.
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exchange rates (“since no domestic price index is available on weekly or daily basis,
quotations of the exchange rate become the central pillar for calculating prices”, Vera,
2013, p. 266). Such a characteristic is decisive in a potential path to hyperinflation.

Main characteristics:
In the high inflation regime, wages are still index-linked to domestic prices, and of course
the role played by the traditional distributive conflict still prevails. But in this regime
indexation mechanisms tend to be generalized within the economy: we observe a
generalization of indexation on all labor contracts and other contracts as well. Indexation
spreading can be informal or imposed by the government.19
The widespread indexation within the economy opens new issues. The main difficulty is
the definition of an index that is widely accepted. Here, the stakes on the definition and
estimation of the index are crucial. Moreover, it is technically difficult to produce an
index that is published daily, in order to cover all the maturities of contracts (from the
shorter to the longer); the Chilean experience with the “Unidad de Fomento” – explicitly
adopted by the Chilean authorities in the 1980s – and the Brazilian ORTN – which was
the main index of reference for agents from the mid-1960s to the mid-1980s20 – may be
exceptions. Due to these difficulties, agents within an economy under a high inflation
regime often adopt the exchange rate as the main reference to adjust prices, wages, and
all other types of contracts (Simonsen, 1995, p. 1); that is a hallmark of the first step

As Franco observes, “when payments start to be reckoned in terms of the index, and no longer in terms
of the standard monetary unit, what takes place is nothing else than indexation in its informal sense”
(Franco, 1986, p. 233). However, as agents try to “contract in a money of account that is convenient to
them”, there can be a “proliferation of monies of account”, with the result that “the excessive degree of
uncertainty that such a system would create leads the state to impose a restricted set of indices that agents
need to accept in their private contracts” (Carvalho, 1992, p. 194).
19

20

ORTN (Obrigações Reajustávies do Tesouro Nacional) were a public bond whose nominal value was
periodically readjusted based on official inflation rates, thus guaranteeing real revenues for its buyers. As
Simonsen (1995) explains, although it was not the intention of the policymakers who created it in 1964 in
a context of high inflation rates and a tiny public bonds market, ORTN soon became an indexed unit of
account and thus a reference for several contracts (Simonsen, 1995, p. 33).
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towards a spontaneous dollarization of the economy. Two different explanations can be
expounded as regards dollarization. Firstly, the exchange rate is published on a daily basis
making it easy for agents to use the exchange rate as an index. Secondly, due to the
instability of inflation, it becomes increasingly hazardous for savers to hold assets
denominated in the domestic currency, so they look to hold assets indexed on exchange
rate variations or directly denominated in a foreign currency. Thereby, we understand the
high inflation regime characterization proposed by Carvalho (1993, p. 67): “[t]he main
feature of a high inflation regime is the creation of a widespread system of contracts
denominated in a unit of account other than the legal tender of the economy.” Likewise,
Franco (1986, p. 233) argues that “it is commonly observed that high inflation destroys
the store of value function of money, but it is less often observed that the unit of account
function is also weakened, as the monetary unit becomes inappropriate for reckoning real
values”.
Formally and following what we stated, as under a high inflation regime, workers like
firms aim at indexing both nominal wages and prices on both past inflation (or nominal
wage increases) and on the exchange rate.
The γ and 𝜎 parameters are different than zero, positive and can vary up to one; we admit
𝑒̇

the possibility of full or partial indexation on the exchange rate. The ratio 𝑒 is usually the
rate of growth of the exchange rate, but in certain cases it may be the rate of growth of a
specific index accepted by the agents (as the unidad de fomento in the Chilean case).
𝑤̇
𝑤
𝑝̇
𝑝

𝑝̇

𝑒̇

= 𝛺 (𝜔𝑤 − 𝜔) + 𝜆 (𝑝)−1 + 𝛾 𝑒
𝑤̇

𝑒̇

= 𝜑 (𝜔 − 𝜔𝑓 ) + 𝛽 (𝑤) + 𝜎 𝑒

(10)
(11)

Steady-state equilibrium conditions:
0 ≤𝜆=𝛽≤1
0≤𝛾=𝜎≤1
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Inherent fragilities of the high inflation regime:
If we do not observe the steady-state equilibrium conditions in a high inflation economy,
any shock will induce major changes in distribution and in inflation. In this regime, a
depreciation of the domestic currency will immediately feed inflation by increasing firms’
costs but also by directly affecting all the contracts denominated in foreign currency or
indexed on the exchange rate. This characteristic reinforces the pressure put on the central
bank to keep the exchange rate stable; as a consequence, the entire economic policy
should be mobilized towards this goal (achieving the foreign stability of the domestic
currency).
Regarding this process (of dollarization of an economy), it is worth noting that it can be
encouraged by measures taken by domestic authorities. An example is the adoption of
“Tablitas Cambiarias” in Chile or in Argentina in the late 1970s – simultaneously to the
liberalization of international capital flows – which encouraged dollarization because the
main characteristic of these exchange rate systems was the pre-announcement of the
targets of the nominal exchange rate of the domestic currencies on the dollar. In a way,
these preannouncements greatly lowered the exchange-rate risk taken by agents (as long
as they believed in the announcements) and encouraged them to count in dollars. In
Argentina, in the late 1970s, this system strongly encouraged indebtedness in dollars by
private agents with U.S. financial institutions thus spreading the use of the dollar as store
of value. Israeli economic history provides another example: at the end of 1977, the Israeli
Central Bank allowed banks to offer accounts whose deposits in domestic currency were
indexed to the exchange rate between the domestic currency and the U.S. dollar (see
Charles and Marie, 2021). As a result, the dollar was used as store of value, also becoming
the unit of account. In these two last cases, the economies evolved – around the beginning
of the 1980s – into high inflation regimes.
In sum, the examples above show that economic authorities can reinforce the dollarization
of the economy, resulting in a shift of the inflation regime that makes it increasingly
harder to reduce inflation. Moreover, the importance of the variation of the exchange rate
in defining a high inflation regime is consistent with the observation made by Robinson
(1951) in her analysis of German hyperinflation in the early 1920s: “each rise in wages,
therefore, precipitated a further fall in the exchange rate, and each fall in the exchange
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rate called forth a further rise in wages.” It also corroborates the remark by Kaldor (1982)
about the German situation in 1923: if foreign exchange remains stable during the day,
prices and wages do too. This is also consistent with the analysis of the inflation observed
in Bulgaria during the 1990s (Charles and Marie, 2020).
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5

Hyperinflation

Our observations finally enable us to define hyperinflation. We cannot label
hyperinflation episodes as a specific regime because hyperinflation is a short-term
phenomenon. Hyperinflation is invariably indicative of the rejection of the domestic
currency.21

Liquidity

preference,

self-fulfilling

expectations,

and

structural

macroeconomic vulnerabilities of the economy (such as a balance of payments
disequilibrium and acute distributive conflict) are key to understanding the emergence of
these episodes.
Cases of hyperinflation in economic history are relatively rare. Hanke and Krus (2012),
adopting the quantitative definition of hyperinflation proposed by Cagan (1956),22 count
56 cases in history. Clusters of episodes are observed in the 1920s, the 1940s, the 1980s
and the early 1990s. Adopting the same criterion to define hyperinflation as Hanke and
Krus, Saboin-Garcia (2018), among others, adds to the previous instances of
hyperinflation the contemporary case of Venezuela. Although hyperinflation is rare, the
fear of it is still present in people’s minds and can be used by economists or policy makers
to justify economic policies based on “sound finance” and on restrictive monetary policy.
As for example, Reinhart and Savastano (2003, p. 22) estimate that “Major fiscal
adjustments have been needed to end all modern hyperinflations”. They also face the fact
that “[d]espite falling inflation rates worldwide, hyperinflation could happen again”.
It is important to highlight that hyperinflation surged in a context of instability of the
international monetary system: after the crisis of 1929 and before the establishment of the
Bretton-Woods system or after its dismantlement. Bastos (2002, pp. 48-49) explains that
the common element between countries that experienced hyperinflation during the 1920s

21

Kalecki (1962) proposes a definition of hyperinflation in a closed economy; here the rejection of the
currency is also a key feature as it is observed a “general tendency to convert money into goods”. In an
open economy and in our International Monetary System, the rejection of a domestic currency is marked
by the tendency to convert the domestic currency units into a foreign currency.
Cagan (1956, p. 25) gives the following definition of hyperinflation: “as beginning in the month the rise
in prices exceeds 50 per cent and as ending in the month before the monthly rise in prices drops below that
amount and stays below for at least a year.”
22
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and the 1980s was a break in financial capital inflows. Moreover, there was indeed no
case of hyperinflation during the period of the Bretton-Woods system, a period of broadly
stable exchange rates. Hence, we should focus on the links between domestic prices and
exchange rates or, in other words, on relations between external economic instability and
domestic economic dynamics.

Main characteristics:
Hyperinflation arises from a high inflation regime and reveals the rejection of the
domestic currency. In an open economy, agents substitute the domestic currency for a
foreign currency.
Adopting this qualitative criterion permits us to clearly distinguish between high inflation
periods and hyperinflation. Adopting a Keynesian perspective, it also provides solid
arguments for the need to avoid hyperinflation: as the domestic currency is destroyed
during hyperinflation, domestic authorities lose their capacity to establish an autonomous
monetary policy. Moreover, hyperinflation episodes “go hand-in-hand with situations of
shortages in the supply of goods, impoverishment of rentiers, and reductions in real
wages, which, although they may benefit from inflation-indexing mechanisms, are
penalized by the existence of adjustment lags. This means that only the profits of
entrepreneurs, and above all those made by big business, thrive” (Charles and Marie,
2021, p. 533).
As previously noted, the change from one specific inflation regime to another is strongly
connected with institutional changes. In this context, “the passage to a hyperinflation can
occur, in modern conditions, if excessive pressure is put on the institutions that define
high inflation” (Carvalho, 1992, p. 200). In sum, as inflation accelerates, anticipations
become increasingly important in the determination of wages and prices.
As observed in the previous section, the main issue is that around a specific point agents
stop indexing on past inflation and start to base their claims on expectations (Franco,
1990, p. 65), specifically when they expect a strong external depreciation of the domestic
currency (Charles and Marie, 2016). In other words, there is a “break in the connection
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between readjustments and the inflation index representing past inflation, resulting in a
new connection between readjustments and future inflation or expectations regarding
future inflation. Wage readjustments lose their former anchor and start to fluctuate based
on anticipations, which are informed by quotations of speculative markets on a dailybasis” (Franco, 1990, pp. 65-6). In the classical hyperinflation cases, we observed that
agents usually took the exchange rate market as the reference for future inflation (Franco,
1990, p. 66).
Hyperinflation episodes, as important monetary crises, are inextricably linked with
political crises as they reveal the loss of confidence in the currency. They are also usually
marked by the contestation of the authorities and political institutions (Théret, 2007).
Thus, we understand some instances of hyperinflation are due, among others causes, to
political events such as geopolitical divisions or the reorganization of states, as for
example in Europe after WWI with the Successor States of the Austro-Hungarian Empire
in the 1920s (see Bastos, 2002 or Desmedt 2021) or after the dismantlement of the
socialist block in the early 1990s (see for example Charles and Marie, 2017, on Bulgaria’s
hyperinflation of 1997). Other political events such as acute political instability, civil
wars, or coups d’état may also encourage hyperinflation.
Nevertheless, hyperinflation is rooted in high inflation regimes, and they always
experience a surge in the presence of certain macroeconomic characteristics. Firstly, it
should be recalled that agents exhibit a preference for liquidity: agents wish to hold a
highly liquid asset whose value is stable. But if the domestic currency fails to offer these
conditions (because of a continuous depreciation in its value or because of anticipations
of depreciation in its value), agents will look for substitutes. Davidson ([1982] 1992) and
Dow (1999, pp. 154-5) explain this mechanism: “the national currency is generally the
asset which is most liquid and most stable in value. But within the international economy,
there is a range of moneys. As long as each has a stable value in relation to the others,
then the most liquid of these is generally employed as a means of payment and unit of
account; this would normally be the national currency of the economy concerned. But,
where the domestic value of the national currency is falling significantly relative to
foreign currencies, because of domestic inflation or a depreciating exchange rate, other
currencies may better satisfy liquidity preference. In cases of hyperinflation, capital
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controls may not be sufficient to prevent demonetization and the substitution of foreign
currency for domestic currency.” We thus understand that demonetization of the economy
(huge fall in the money stock as a share of GDP) is a crucial aspect of hyperinflation
episodes. This observation was previously made by Franco (1990), Orléan (2007), and
Drabo (2019).
A second aspect seems crucial in hyperinflation: the preexistence of external fragilities,
especially the vulnerability of the economy regarding its balance of payments. A negative
balance registered in the balance of payments may make it impossible for a central bank
to avoid a strong devaluation of domestic currency. Such external imbalances tend to be
fed by high levels of inflation but, of course, a reversal of the conditions for capital
inflows may also be a key event in triggering hyperinflation. In sum, as inflation
accelerates in a high inflation regime, anticipations become increasingly important in
determining wages and prices. As a result, the inflation rate and relative prices become
more volatile, inducing agents to try realignments that further accelerate the inflation
rate.23 Moreover, the growing importance of the nominal exchange rate as a reference
induces agents to demand dollars as a store of value, so that the greater demand for dollars
devalues the nominal exchange rate, thereby further accelerating inflation rates. In this
sense, Bastos (2002), Marie (2014) or Charles and Marie (2016) noted for instance that
hyperinflation episodes usually occur in countries with high levels of foreign debt. This
is not surprising: the need to pay external debt interest induces policymakers to promote
exchange rate devaluations towards generating trade surpluses. As previously noted, these
devaluations feed inflation rates and agents’ defensive behavior towards sustaining their
real income. This mechanism was important for example in the German hyperinflation of
the 1920s – as observed by Joan Robinson – and in the Latin American high and
hyperinflation episodes of the 1980s.
Finally, the surge of hyperinflation, as a rejection of the domestic currency, is triggered
by a violent change in behavior, fed at least partially by the macroeconomic context. In
that sense, hyperinflation is not induced by non-rational comportments. The surge in

23

Peak real wages tend to increase over time, although average real wages keep falling (Franco, 1990, p.
66).
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hyperinflation is finally caused by a massive and self-fulfilling movement towards the
foreign currency: a run on the foreign reserves arises and the exchange rate as the
domestic prices expressed in domestic currency explode.24 This brief and violent episode
highlights the difference of nature between inflation and hyperinflation.
Formally, as we call attention to the specific importance of anticipations on the exchange
rate in the spurt of hyperinflation, and as we observe that during episodes of
hyperinflation all the previous institutional schemes observed in our different inflation
regimes have collapsed, we may propose the following formalization of hyperinflation:
𝑤̇

= 𝑓 [𝐸(𝑒̇𝑡+1 )]

(12)

= 𝑓 [𝐸(𝑒̇𝑡+1 )]

(13)

𝑤
𝑝̇
𝑝

Here, we propose that increases in nominal wages like price increases during
hyperinflation are caused by expectations about exchange rates. In reality, and as in the
high inflation regime, prices are adjusted more often than wages, explaining that during
hyperinflation real wages crumble.
Nevertheless, this formalization should not divert us from our purpose: hyperinflation can
be regarded as the last episode of a causal sequence first built on the driving role played
by the distribution conflict in inflation, then the importance of indexation, and finally the
importance of the foreign exchange rate for domestic behavior. In other words, “We can
take away from these considerations that, in the absence of any external debt in foreign
currency, in the absence of price and wage-indexing mechanisms, and in the absence of
any distribution conflict, the terms of which may trigger high inflation, there is no cause

It is worth noting that in specific contexts there are self-fulfilling movements of price rises – due to
anticipations – that do not lead to hyperinflation. This is, for example, the case of countries under high
inflation rates and with some previous experience of stabilization plans based on wage and price freezes.
In these countries, for example if a new Finance Minister comes into office, businessmen may anticipate
that there will soon be a new price freeze. Hence, they start increasing their prices before the price freeze
takes place thus accelerating inflation. The stabilization plan then halts inflation acceleration, at least in the
short run. These movements were for instance a common place in Brazil in the late 1980s, after a
stabilization plan based on wage and price freezes – the Cruzado Plan – failed in 1986.
24
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to fear the emergence of a hyperinflationary phenomenon” (Charles and Marie, 2021, p.
534).
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6

Concluding remarks

This paper seeks to present a synthetic, pedagogical and consistent PostKeynesian/structuralist view of inflation and hyperinflation, on the basis of which we
develop a typology of inflation regimes. Considerable attention is paid to the importance
of institutions, and the cost-push nature of inflation and the endogenous nature of money
are acknowledged. Furthermore, our reflection is based at the same time on path-breaking
contributions from the past and also on recent Post-Keynesian/structuralist analyses of
inflation regimes and dynamics.
We propose essentially qualitative definitions for three different inflation regimes: low,
moderate, and high. In addition to these three regimes, we also analyze the dynamics of
hyperinflation episodes, which cannot be labelled as regimes because they are short-term
phenomena. In this sense, we provide a typology of regimes that deals with all different
situations regarding inflation. Hence, the paper marks an advance in relation to existing
contributions, which tend to analyze only low and high inflation regimes plus
hyperinflation episodes. Moreover, we supplement our qualitative analysis with equations
and a graphical representation describing inflation dynamics in the different regimes and
also in hyperinflation episodes. We observe that moves from one inflation regime to
another are often induced by exogenous factors (change in commodity prices, jump in the
exchange rate, capital outflows, etc.). We also suggest that due to ratchet effects and to
the persistence of institutional mechanisms, it is difficult to move back from
hyperinflation to the high inflation regime, from the high to the moderate inflation regime,
and from the moderate to the low inflation regime.
Further work and specific case studies should be carried out to improve our understanding
of the historical paths taken by different economies when switching regimes. In any case,
our typology shows that regime shifts always require a process of institutional change,
which is neither trivial nor rapid. Hence, the current fear of inflation that some analysts
have been exhibiting – in the context of fiscal programs for economic recovery after the
pandemic – is an overreaction. Moreover, we notice that changes in inflation regimes are
generally not brought about by expansionary policies but by exogenous shocks in a
context of rising inflation. As most countries live today in a context of low inflation –
characterized by unemployment and by low levels of capacity utilization – expansionary
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policies will not be highly inflationary in the short-run. We can add that firms invest in
response to fiscal stimuli and an increase in effective demand in order to increase their
productive capacity and not to exceed a normal level of capacity utilization. Such
observations reinforce the need for industrial policies and more generally for policies
designed to limit the exposure of the economy to external shocks.
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