
Macroeconomics Study Guide: Deficit Monetization and Inflation 

Page 1 

How Central Bank Financing of a Budget Deficit Can Cause Inflation 

Macroeconomics Study Guide (DKent) 

 

Core idea: Inflation becomes likely when the money supply and total spending grow faster than the 

economy’s ability to produce goods and services. 

Introduction 

When a government spends more than it collects in taxes, it runs a budget deficit. A deficit by itself does not 

automatically cause inflation. The important question is how the deficit is financed. If the government borrows 

from households, businesses, banks, or foreign investors using already-existing savings, the effect on inflation 

may be limited. But if the central bank creates new money to buy the government’s debt, the deficit can 

become a direct source of new purchasing power in the economy.1 

This process is often called deficit monetization, money-financed deficits, or central bank financing of the 

deficit. The central bank either buys government bonds directly, where permitted, or buys them from banks 

and investors in the secondary market. In either case, the central bank pays by creating bank reserves. If this 

new monetary base supports more lending, spending, or money balances in the hands of the public, the broader 

money supply can expand. If output does not grow at the same pace, prices are pushed upward.2 

The central lesson is simple but powerful: inflation is not caused merely by the existence of government debt. 

Inflation is more likely when government deficits are repeatedly financed with newly created money and when 

real production cannot keep up with the added spending.3 

Learning Objectives 

• Explain the difference between ordinary government borrowing and central bank financing of a deficit. 

• Trace the step-by-step process by which central bank purchases of government debt can expand the money 

supply. 

• Use aggregate demand and aggregate supply reasoning to explain why prices rise when spending grows 

faster than production. 

• Apply the quantity theory equation, MV = PY, to deficit monetization. 

• Recognize why expectations, velocity, and confidence in money can turn inflation into a self-reinforcing 

process. 

Key Terms 

Term Meaning 
Budget deficit The amount by which government spending exceeds tax 

revenue during a given period. 
Government bond A debt security issued by the government to borrow 

money and promise future repayment with interest. 
Central bank The monetary authority that controls the monetary base, 

bank reserves, and key policy interest rates. 
Deficit monetization The financing of government deficits through central 

bank money creation, usually by central bank purchases 

of government debt. 
Monetary base Currency in circulation plus bank reserves held at the 

central bank. 
Money supply The quantity of money available in the economy, often 

measured by aggregates such as M1 or M2. 
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Aggregate demand Total spending on final goods and services in an 

economy. 
Inflation expectations Beliefs held by households, firms, and lenders about 

future inflation. 
Velocity of money How quickly money is spent and re-spent in the economy. 
Fiscal dominance A situation in which monetary policy becomes 

subordinate to the government’s need to finance deficits. 

Step-by-Step Explanation 

1. Step 1: The government spends more than it collects in taxes. A deficit opens a financing gap. For 

example, if government spending is $1.2 trillion and tax revenue is $1.0 trillion, the government must 

finance the $200 billion difference. 

2. Step 2: The government issues debt. The treasury or finance ministry sells government bonds. These 

bonds are promises to repay money in the future, usually with interest. 

3. Step 3: The central bank buys the government debt. If private investors buy the debt with their existing 

savings, purchasing power is mostly transferred from the private sector to the government. But if the 

central bank buys the debt, it creates new reserves to pay for the bonds. This is the critical inflationary 

channel. 

4. Step 4: New reserves enter the banking system. Commercial banks now hold more reserves. Depending 

on banking conditions and central bank policy, those reserves can support additional deposits, lending, and 

spending. Even when lending does not immediately expand, the government has obtained purchasing 

power without anyone first reducing private spending by the same amount. 

5. Step 5: The government spends the money into the economy. The government pays workers, contractors, 

transfer recipients, suppliers, or bondholders. The newly created purchasing power moves from 

government accounts into the hands of households and businesses. 

6. Step 6: Aggregate demand increases. Recipients of the spending buy goods and services, pay wages, 

repay debts, or make new investments. Total spending in the economy rises. 

7. Step 7: Output may not rise enough to match spending. If the economy has unemployed labor and 

unused factories, firms may increase production. But if the economy is near capacity, or if supply is 

limited by shortages, weak productivity, war damage, energy costs, or supply disruptions, the increase in 

spending mostly pushes prices upward. 

8. Step 8: Prices rise because money spending grows faster than production. This is the heart of the 

process. More money is being used to buy goods and services, but the quantity of goods and services has 

not increased enough. The imbalance appears as inflation. 

9. Step 9: Repetition makes inflation persistent. One temporary episode of money creation may have limited 

effects. Repeated central bank financing of repeated deficits is much more dangerous because the money 

supply keeps growing faster than real output. 

10. Step 10: Expectations can make inflation self-reinforcing. Once people expect prices to rise, workers 

demand higher wages, firms raise prices sooner, lenders charge higher interest rates, and households try to 

spend money before it loses value. Confidence in the currency weakens, velocity rises, and inflation can 

accelerate. 

Why Central Bank Financing Is Different from Ordinary Borrowing 

Ordinary borrowing uses existing saving. If a household buys a government bond, that household gives up 

some current spending power. The government gains spending power, but the household temporarily loses it. 
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Total spending may still rise depending on the context, but the transaction does not automatically create new 

money. 

Central bank financing is different because the central bank creates the means of payment. No private 

household or firm had to save the money first. The government receives funds that can be spent immediately, 

while the banking system receives newly created reserves. This is why economists treat money-financed 

deficits as more inflationary than deficits financed through private saving.4 

The Quantity Theory Connection: MV = PY 

A useful way to organize the reasoning is the quantity equation: 

M x V = P x Y 

In this equation, M is the money supply, V is velocity, P is the price level, and Y is real output. The left side 

represents total money spending. The right side represents the dollar value of output sold in the economy. 

If the central bank expands M to finance government deficits, and if V is stable or rising, then nominal 

spending rises. If Y, real production, cannot grow as quickly, the adjustment occurs through P, the price level. 

In plain English, when the amount of money and spending rises faster than the quantity of goods and services, 

each dollar tends to buy less. 

A Simple Numerical Example 

Situation Money Supply Real Output Implied Average Price 
Before monetization $100 100 units $1.00 per unit 
After central bank 

financing 
$150 100 units $1.50 per unit 

If production also rises $150 150 units $1.00 per unit 

This example is simplified, but it illustrates the central point. Inflation pressure depends on money growth 

relative to production. If money rises from $100 to $150 while output remains 100 units, prices are likely to 

rise. But if output also rises to 150 units, the economy can absorb more money without the same inflationary 

pressure. 

The Role of the Central Bank’s Independence and Credibility 

A central bank is more likely to control inflation when it can refuse to finance government deficits and focus 

on price stability. When political authorities pressure the central bank to keep buying government debt, the 

central bank may lose credibility. People begin to believe that future deficits will also be financed with money 

creation. This expectation can increase current inflation because households, firms, and lenders adjust behavior 

before the future money creation even occurs.5 

Why Governments Resort to Deficit Monetization 

• Weak tax collections: The government may not collect enough revenue to pay for promised spending. 

• Large emergency spending: Wars, crises, bailouts, and recessions can sharply increase government 

expenditures. 

• Borrowing limits: Investors may demand very high interest rates or refuse to buy more government debt. 

• Political avoidance: Money creation can appear easier than raising taxes or cutting spending, even though 

inflation acts like a hidden tax on money holders. 

• Debt-service pressure: If interest costs rise, governments may be tempted to rely on central bank 

financing to keep paying obligations. 
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Important Qualification: Not Every Bond Purchase Causes Immediate 

Inflation 

It is important not to oversimplify. Central banks may buy government bonds for several reasons, including 

stabilizing financial markets, lowering interest rates during recession, or conducting ordinary open-market 

operations. Inflation depends on the size, persistence, and economic context of the purchases. If the economy 

has idle resources and weak demand, additional money may initially raise output more than prices. If banks 

hold reserves and do not expand lending, the broader money supply may not rise as strongly. But repeated 

deficit financing through money creation, especially near full employment or during supply shortages, is much 

more likely to become inflationary. 

Classroom Diagram in Words 

You can picture the process as a chain: 

Government deficit -> government bonds -> central bank purchases -> newly created reserves/money -> 

government spending -> higher aggregate demand -> output constraint -> higher prices -> inflation 

expectations -> even faster spending and price increases 

Common Student Mistakes to Avoid 

• Do not say that every deficit automatically causes inflation. The financing method matters. 

• Do not say that every central bank bond purchase immediately causes inflation. The size, duration, and 

economic conditions matter. 

• Do not confuse a one-time increase in the price level with sustained inflation. Sustained inflation requires 

repeated pressure on prices. 

• Do not ignore production. Inflation is most likely when money and spending grow faster than real output. 

• Do not ignore expectations. Once people expect inflation, their behavior can make inflation harder to stop. 

Summary 

A central bank can cause inflation when it finances a government budget deficit by creating money to buy 

government debt. The government receives funds and spends them into the economy. This increases aggregate 

demand. If production does not rise as quickly as spending, businesses respond by raising prices, shortages 

appear, wages and costs rise, and the purchasing power of money falls. If this process continues, expectations 

change and people try to protect themselves from future inflation. The result can be persistent inflation and, in 

extreme cases, a collapse of confidence in the currency. 

The essential relationship is this: price stability requires a healthy balance between money and production. 

When money grows far beyond the economy’s ability to produce goods and services, inflation becomes the 

mechanism that restores the accounting balance by reducing the purchasing power of each unit of money. 

Worksheet: Medium to Difficult Questions and Problems 

Part A: Conceptual Questions 

1. Explain why a government budget deficit does not automatically create inflation. What additional condition 

makes the deficit more likely to become inflationary? 

2. Compare a deficit financed by private bond buyers with a deficit financed by central bank money creation. 

Why are the inflationary effects different? 
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3. Suppose a central bank buys government bonds during a recession. Why might this not cause immediate 

inflation? Under what conditions would it become inflationary? 

4. Explain how inflation expectations can turn a money-financed deficit into a self-reinforcing inflationary 

process. 

5. Why does the phrase “too much money chasing too few goods” emphasize both money supply and 

production? 

Part B: Calculation and Application Problems 

1. An economy has a money supply of $500 billion and produces 250 billion units of output. Assume velocity 

is constant and the average price level is proportional to money divided by output. What is the implied 

average price per unit? If the central bank finances a deficit by increasing the money supply to $600 

billion while output remains 250 billion units, what happens to the implied average price? 

2. Assume M rises by 12 percent, V is unchanged, and real output Y rises by 3 percent. Using the quantity 

theory intuition, what is the approximate inflation rate? Explain your answer in words. 

3. Assume the central bank increases the monetary base, but commercial banks do not increase lending and 

households hold more money rather than spending it. Explain why inflation may be delayed or weaker 

than expected. 

4. A government runs repeated deficits equal to 8 percent of GDP and the central bank buys most of the new 

debt. At the same time, real output is growing only 1 percent per year. Explain the likely inflationary 

consequences over time. 

5. Create a short policy recommendation for a country experiencing inflation caused by deficit monetization. 

Your answer should include fiscal policy, monetary policy, and the likely short-run costs of stabilization. 

Part C: Short Essay Prompts 

1. Evaluate the statement: “Inflation is always and everywhere a monetary phenomenon.” In your answer, 

explain what the statement captures well and what it may leave out. 

2. Explain why stopping inflation caused by deficit monetization may require both central bank action and 

government budget reform. 

3. Discuss why inflation can act like a hidden tax. Who is most likely to be harmed by this hidden tax, and 

why? 
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