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A view common to nearly all economists is that, over a 
sufficiently long period of time, the rate of growth of the 
money supply is the key determinant of the rate of infla-
tion. An extreme (but not uncommon) version of this 
view is that inflation can be controlled merely by pre-
venting rapid growth of money, independently of other 
forces at work in an economy. The idea that rates of 
money growth and inflation are intimately related is 
based, at least in part, on what might be called a naive 
version of the quantity theory of money. This theory sug-
gests that, in some long-run average sense, the rate of in-
flation will roughly equal the rate of money growth less 
the growth rate of real output. The purpose of this paper 
is to call into question the existence of any direct link be-
tween the rate of growth of the money supply and infla-
tion. More specifically, the paper suggests that the growth 
of the money supply, taken by itself, is of little signifi-
cance in determining the rate of inflation an economy ex-
periences. 

The point of departure for this argument is a relatively 
recent body of theoretical developments in monetary 
economics associated with the work of Thomas Sargent 
(1981) and Neil Wallace (1981). These developments 
suggest that the effects of changes in the money supply 
cannot correctly be analyzed without simultaneously 
considering prevailing fiscal policy. In order to make the 
argument simple, it is helpful to begin by considering 
monetary systems which are not fiat in nature, or in 
which money is backed. All this means is that when 
money is injected into an economy, it is either a direct 
claim on some commodity (such as gold or silver) or the 
government is committed to retire money at some future 
dates. In the latter case, where the government is com-

mitted to retire money, this must be done by running fu-
ture budget surpluses. Under such circumstances, money 
is said to be backed by future tax receipts. 

In either case, it is easy to see that the value placed on 
money in the marketplace must be closely related to the 
government's current and future balance sheets. In the 
first case, where money is backed by commodities, the 
ability of the government to honor claims against it de-
pends directly on its current position and its anticipated 
future income stream. Then, since the value of any claim 
is determined in part by the issuer's ability to honor it, 
the value of money will depend in a direct way on the 
government's outstanding debt, current assets, and on 
expected surpluses or deficits. In the second case, where 
money is backed by a commitment to run future sur-
pluses, the reasoning is similar. Here money is injected 
into the economy with the commitment that it will even-
tually be withdrawn. If this commitment is not honored, 
the economy will be left with a permanently higher stock 
of unbacked money. Few would dispute that this is a 
stimulus to inflation. 

Thus, when money is backed, its value depends on the 
government's balance sheet—that is, on the course of 
government surpluses and deficits. But all that backing 
necessarily means here is that increases in the money 
supply are accompanied by a government commitment 
to increase future income streams. Even if there is no ex-
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plicit commitment to back currency, then, in a regime 
with fiat money (where no explicit promise of backing is 
made), appropriate fiscal policy can implicitly back 
money. In short, the view espoused here is that it is in-
adequate to look only at rates of growth of the money 
supply in considering the inflationary impact of mone-
tary changes; the time path of fiscal policy must also be 
taken into consideration. 

This view, which for the purposes of this paper will be 
called the Sargent-Wallace view, can also be thought of 
as follows: the value of government liabilities (including 
money) is determined in exactly the same way as the 
value of liabilities issued by private agents (such as 
firms). In order to see the force of this comparison, it is 
useful to consider what might be expected to happen to 
the price of a given firm's shares if the number of its 
shares outstanding doubles. One possibility is a stock 
split in which this increase in shares outstanding is not 
accompanied by any prospective improvement in the 
firm's future stream of net revenues. In this case, since 
there are twice as many claims on the same quantity of 
resources, one expects a halving in the price of the firm's 
shares. Similarly, in the case where a government issues 
additional liabilities (prints money) without an increase 
in its prospective net tax receipts, one expects the value 
of its liabilities to fall (inflation). Notice, then, that when 
a government increases the stock of unbacked liabilities, 
the Sargent-Wallace view delivers the implication that in-
flation should occur. 

A second possibility exists when a firm issues addi-
tional shares, however. This is that the increase in out-
standing shares may be accompanied by an increase in 
the future income prospects of the firm. In this case the 
price of the firm's stock may or may not fall, depending 
on the relative magnitudes of the two increases. Simi-
larly, when a government issues new liabilities, inflation 
need not occur so long as that government simultane-
ously takes steps to improve its net flow of tax receipts. 
Hence, prevailing fiscal policy must be taken into ac-
count in attempting to evaluate the inflationary impact 
of any possible changes in the money supply. 

The comparison between claims against a govern-
ment and claims against a private agent is now clear: the 
value of any such liabilities depends on the ability to 
honor them, that is, on future income streams. Thus Sar-
gent (1981, p. 5), in describing several past inflationary 
episodes, has likened a government to "a firm whose pro-
spective receipts were its future tax collections. The value 

of the government's debt was, to a first approximation, 
equal to the present value of current and future govern-
ment surpluses." Notice that, according to the Sargent-
Wallace view, it is possible for money to be more or less 
carefully backed, depending on the government's ability 
to honor claims against it. 

This paper presents evidence that the value of money 
depends, in large part, on how carefully it is backed. In 
turn, the paper also suggests that underlying fiscal poli-
cies are far more important in determining the rate of in-
flation than are rates of money growth. All this is done 
by considering the way in which the colony of Massa-
chusetts ended a severe long-term inflation in 1750. 

Why Colonial Massachusetts? 
In order to see the reason for the focus on colonial Mas-
sachusetts, consider the following set of circumstances, 
reminiscent of much U.S. experience in the 1970s. A sus-
tained inflation is in progress. The governments of im-
portant trading partners resist suggestions that they 
should run tight monetary policies. A large, sustained 
balance-of-payments deficit exists, and exchange rates 
have depreciated substantially. Most economists would 
argue that these problems could not be cured quickly, ex-
cept at great social cost. But in 1750, Massachusetts faced 
this set of circumstances and, in a few months, arrested 
both inflation and the depreciation of its currency with 
minimal economic disruption. 

Moreover, the nature of the inflation problem in Mas-
sachusetts was far more severe than that faced by the 
United States in the 1970s. For instance, from 1950 to 
1980, prices in the United States rose 301 percent, while 
from 1720 to 1750, prices in Massachusetts increased 618 
percent. During the decade 1970-80, the annual inflation 
rate in the United States never rose above 13.3 percent; 
in contrast, from 1745 until 1749 the annual inflation 
rate in Massachusetts never fell below 19 percent. Yet in 
1750 Massachusetts abruptly ended its inflation and cur-
rency depreciation. Thereafter, price stability was main-
tained for the next 25 years (with some exception during 
the French and Indian War) even though rates of money 
growth were high. Thus, as will be seen, large growth in 
the money supply is consistent with stable prices, pro-
vided that appropriate fiscal policies are carried out in 
the background. 

A natural question concerns the significance of this 
particular historical episode. By itself, it is at best a cu-
rious episode in monetary history. However, Smith 
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