INFLATION AND THE COSTS OF
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Historical and Recent Experiences
and Policy Lessons
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This article reviews various experiences with stabilization. It first examines sta-
bilization programs in the context of hyperinflation—looking at the experi-
ences of Austria and Germany in the early 1920s and Bolivia in 1985—and then
reviews and interprets the results of orthodox stabilization plans (applied in
Argentina, Chile, and Uruguay during the mid-1970s and early 1980s) and
those of heterodox programs (the austral plan in Argentina and the cruzado
plan in Brazil, with a glance at the Mexican and Israeli experiences). The paper
concludes with a discussion of conceptual issues and implications for the de-
sign of stabilization policies.

nent basis and, if possible, at a low economic cost. This article exam-

ines several anti-inflationary programs, both historical and recent,
giving attention to the response of inflation to different stabilization measures
and the real costs—in output losses and cuts in real wages—of bringing infla-
tion down in the course of economic stabilization. The purpose is to shed light
on the difficulties several economies are experiencing with stabilization and to
draw lessons for policy from experience in the field.

In the three cases examined—stabilization undertaken in conditions of hy-
perinflation, orthodox programs, and heterodox plans (defined in the relevant
sections that follow)—we examine the role played in the success or failure of
each program by fiscal adjustment, incomes policies, stabilization of the
exchange rate, the availability of foreign resources, and conflicts over income

The aim of stabilization policies is to bring inflation down on a perma-
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distribution. In addition, the experiences discussed are put in the perspective
of the literature on the causes and cures of inflation.

Hyperinflation and Stabilization

Defining hyperinflation is a matter of convention: the best-known definition
is Cagan’s (1956), which characterizes a hyperinflation as beginning when in-
flation exceeds 50 percent a month and ending when it is less than 50 percent
in every month during at least one year. The twentieth century has seen hyper-
inflation in Austria, Germany, Hungary, and Poland in the 1920s and in China
and Greece in the 1940s. More recent instances are Bolivia in 1984-85,
Nicaragua in 1988-89, and Yugoslavia and Poland in 1989.

Germany, 1923

The European hyperinflations of the 1920s were, to borrow from Keynes
(1919), to a great extent the “economic consequences of the peace” that fol-
lowed World War 1. In particular, the war reparations exacted by the Treaty of
Versailles from Germany and the former Austro-Hungarian empire imposed a
heavy burden on the balance of payments of these economies. Germany had to
transfer nearly 6 percent of its income abroad (although this effect was some-
what ameliorated by an inflow of foreign capital). The scarcity of foreign ex-
change, in turn, led to devaluations followed by monetary accommodation and
domestic inflation. In addition, the war reparations, together with the takeover
of the Ruhr province and the passive resistance policy financed by the govern-
ment, led to a strong deterioration of the fiscal budget, which was financed
through loans from the central banks.

The effect of these shocks combined with domestic policies to produce ex-
treme macroeconomic instability (see Solimano 1989, table 1). In 1922 the an-
nual inflation rate was near 4,000 percent, and the exchange rate was devalued
by more than 5,000 percent. Almost 40 percent of fiscal expenditure was
financed by money creation. In 1923 the situation became even worse, especial-
ly after an unsuccessful stabilization attempt in February to April of that year:
by August, inflation exceeded 7,500 percent monthly, reaching 30,000 percent
in October.

All the characteristic elements of a hyperinflation were present: (1) a com-
plete domestic demonetization and a shift of portfolios toward foreign curren-
cy; (2) an increase in the fiscal deficit (mostly because of the decreased real tax
revenue arising from the fiscal lag), which in turn accelerated the expansion of
domestic credit, fueling inflation and generating an unstable inflationary
process; (3) the destruction of the existing structure of wage contracts (the du-
ration of contracts was drastically curtailed as a result of de facto pegging to
the exchange rate); (4) a very rapid depreciation of the exchange rate; and
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