
Inflation is typically defined as a persistent
increase in the general price level of the
economy. Recent couple of years have seen a
resurgence of inflation, a phenomenon not seen
for the past decade. Despite the seemingly
endless battle, inflation is one of the most
understood phenomenon in economics, the
causes of which have been known since the
year 1517, originally described by the
renaissance mathematician Nicolaus
Copernicus. The identity defining inflation, was
originally derived by Copernicus, known as the
quantity theory of money, was defined to be
MV=PY. Where M is defined to be supply of
money in the economy, V is defined as the
velocity of money, P is defined as the general
price level, and Y is defined as the real output
of the economy. Velocity of money is
essentially a measure of how fast money

changes hands in a given period of time. It is
important to mention that by definition this
identity holds true. However, in order to truly
understand the causes of inflation, we must
rewrite this equation in terms of growth rates
and set it equal to inflation. This yields the
following result: %∆𝑃𝑃 = %∆M + %∆V − %∆Y .
This equation is critical to understanding the
causes of inflation, as it defines changes in
price levels to be a function of changes in
monetary supply, changes in velocity of money,
and changes in real output.

If we assume velocity of money to be more or
less constant, a standard assumption in
macroeconomics, we can clearly see how
inflation was caused by largely two variables:
An expansion in monetary supply, and a
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contraction in real output. It follows that the
weakness in growth experienced during the
Corona pandemic and at the start of the
Ukraine conflict, as well as the expansion in
monetary supply in the previouse years, all
contributed to the inflationary pressures
experienced today. It is also important to note
that there tends to be significant lags that can
last years between changes in the determinants
of price levels and changes in price levels
themselves.

But GDP Growth is Inflationary Isn’t It?

No, no it isn’t. On the contrary, real GDP growth
is inherently deflationary, as an increase in
output means that there is an equivalent amount
of money chasing a larger sum of goods. In fact,
if the US Federal Reserve were to keep the
money supply constant, under the conditions of a
growing economy, we would most definitely
experience deflation. Note that this is clearly
stated in the previously mentioned equation of
%∆𝑃𝑃 = %∆M + %∆V − %∆, where the percentage
change in real output is subtracted from the
entire function.

The only reason why GDP growth and inflation
tend to be often positively correlated is because

changes in money supply tend to follow the
business cycle. In simple terms, a contraction in
money supply can have short term negative
impacts on GDP, while an increase in money
supply can have short term positive impacts on
GDP. But over the long run, one cannot print
their way to growth. Ergo, in the long run,
changes in money supply should not and do not
have any causal relationship with GDP growth,
rather, it has a causal relationship with price
levels. It therefore can be said that growth in
prices are caused by an expanding money
supply and not a growing economy.
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