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9 Monetary Regimes,
Inflation and Monetary
Reform: -
Michael Bordo and Lars Jonung”

INTRODUCTION

Since the late 1970s Axel Leijonhufvud has written extensively on
monetary regimes and their connection with nominal and real economic
performance. Monetary regimes are important because they determine
whether countries follow stable or unstable monetary policies and hence
have stable or inflationary price levels. Each monetary regime is as-
sociated with a given set of inflationary expectations of the private sector
and a pattern of policy reacticns to these expectations by the monetary
authorities. The state of the private sector’s expectations, specific to each
regime, in turn greatly influences the response of real variables to
monetary policy actions.

A number of useful taxonomies for the study of different monetary
regimes in history have been created by Leijonhufvud, based on their
ability to conform to constitutional rules; by their form of monetary
control — monetary aggregate control versus the convertibility principle;
and by their inflationary expectations responses.

Leijonhufvud has also contributed to our understanding of inflation.
Traditional neoclassical models of the inflation tax with perfectly antici-
pated money growth and inflation rates imply minimal welfare losses asso-
ciated with the loss of consumer surplus under the money demand curve.
He argues that real world inflationary regimes are characterised by unreli-
able and unpredictable policy-making which engender price level uncer-
tainty and substantial inflation forecast errors. The resultant uncertainty
costs of inflationary monetary regimes are substantial, and for high
inflation regimes such as those of Latin America they are disastrous. The

*For excellent research assistance we would like to thank Jakob Koenes, Joe Santos and
Alex Hohmann. Helpful comments on an earlier draft were provided by conference partici-
pants, Tamin Bayoumi, Barry Eichengreen, Julio Santaella and Anna Schwartz.
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