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First, Do No Harm

ECB Monetary Policy and the Risk of Deflation

• Monetary policy has long fixated on low and stable inflation 

and well-anchored expectations.

• The Great Recession reminded monetary policy makers that 

insufficient inflation is equally as damaging to an economy.

• Several leading central banks have aggressively fought to 

prevent deflation—the ECB has not.

• ECB monetary policy is inappropriately tight and Europe is 

moving closer to a deflationary spiral.
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Since the earliest days of the transition to

fiat money from gold-backed currency, the

prevailing concern among monetary policy

makers has been that inflation is

problematic for an economy. Monetary

policy, over this period, has most often fixated

on maintaining low and stable inflation and

well-anchored expectations, in part driven by

political pressure from concerned asset

owners.

The recent global financial crisis and ensuing

recession, however, reminded central bankers

that insufficient inflation is equally damaging to

an economy—a painful lesson experienced

during the Great Depression but perhaps only

recently understood by a few top monetary

experts.

Ben Bernanke and his colleagues have led the

US down a new path specifically targeting a

minimum inflation rate, which is helping the US

to be the clear leader out of the Great

Recession. The FOMC’s commitment to

protecting against inflation that is too low

should not be misconstrued as currency

warfare—the Fed has gone so far as to even

encourage other central banks to follow its

lead. Among others, the Bank of Japan seems

to be doing just that.

The ECB, on the other hand, has done the

least among the major central banks to protect

against a detrimental move lower in the level of

prices. By refusing to acknowledge the risks

of disinflation, European policy makers are

guaranteeing that the recession in Europe will

be longer and much worse.

The Triumph of Monetarism

Beginning in the 1970s, an important

intellectual shift occurred in the practice of

central banking which still influences policy

makers today. In the late years of the Great

Depression, policymakers broke from their

inclinations toward stable money and assumed

a more activist approach espoused by John

Maynard Keynes, especially with regard to

government spending policy. Aided by William

Phillips' work in 1958, policymakers took a

more permissive view of inflation in light of its

inverse relationship with employment that

Philips suggested. Moreover, it was believed
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that the short-term consequences of stimulative

policy were greater for employment growth

than for inflation .

The intellectual climate shifted during the

1970s when leading economies experienced

periods of simultaneously high inflation and

unemployment—stagflation. This was

inconceivable according to the Keynesian and

Phillips frameworks, which quickly lost

credibility.

In its place, economists embraced monetarism

as a policy framework—a theory which focuses

on money supply and takes a hard-line against

Keynesian tolerance of inflation.

Subsequently, for the past 30 years, policy

makers have demonized inflation as being

problematic for an economy. In fact, today

many central banks have adopted some form

of inflation targeting as either the exclusive or

predominant decision factor in setting rate

policy. In many ways, this was perhaps a

political win for conservative savers at the

expense of the masses relying only on

employment income.

The High Cost of High Prices

The period of rapid inflation that existed in

many developed economies in the 1970s

(and in many developing economies

through the 1990s) was undeniably

problematic. When inflation is volatile and

unpredictable, households and businesses

make costly errors which have negative

consequences for the economy. Households

overbid for wages and businesses respond by

increasing output prices—allowing inflation to

quickly spiral out of control. Unanticipated

inflation also drives lower business investment

spending because it disrupts the budgeting

process. These factors contribute to lower

economic output.

The singular focus on preventing inflation,

however, is also problematic because it sets up

policy makers for mismanagement of another

equally destabilizing economic trend that was

broadly reintroduced during the Great

Recession—disinflation.
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http://www.econlib.org/library/Enc/KeynesianEconomics.html
http://www.bankofengland.co.uk/publications/.../qb950301.pdf
http://www.bankofengland.co.uk/publications/.../qb950301.pdf
http://www.bankofengland.co.uk/publications/.../qb950301.pdf
http://www.tutor2u.net/economics/revision-notes/a2-macro-deflation.html
http://www.tutor2u.net/economics/revision-notes/a2-macro-deflation.html
http://www.tutor2u.net/economics/revision-notes/a2-macro-deflation.html
http://www.tutor2u.net/economics/revision-notes/a2-macro-deflation.html
http://www.tutor2u.net/economics/revision-notes/a2-macro-deflation.html
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The Trouble With Deflation

In 2009, the collapse of the credit bubble

preceded a fantastic reduction in final

demand which created excess capacity in

the global economy. The result was a

secular reversal in the trend of rising prices

which required central bankers to pull out the

playbook of lessons learned from the Great

Depression—the last time price levels globally

moved lower. Fortunately, the Fed and some

of its peers had the intellectual and

organizational flexibility to reorient their policy

framework.

The risks of deflation or even too-low inflation

(disinflation) are equally as serious as those of

high, unanticipated inflation. Household

consumption retreats due to expectations that

prices of goods and services will be lower in

the future. Investment slows due to the

expectation that the future value of plant and

equipment will be worth less in the future.

Disinflation also erodes the value of nominal

wages and profits while the nominal value of

debt remains fixed. So, when debt levels are

high, instead of simply delaying expenditures

and investment, households and businesses

are forced to cut spending to service higher

effective debt burdens. The result is a savings-

investment imbalance that further undermines

an economy.

The Willful Negligence of the ECB

Deflation is especially worrisome because it

is extremely difficult to reverse through

conventional interest-rate moves alone,

particularly when rates are already low. For

this reason, policy makers have been very

aggressive in trying to prevent it. The Federal

Reserve, Bank of England, Swiss National

Bank, and most recently the Bank of Japan

have each stepped up their use of

unconventional tools in order to place a floor

under the trend in general price levels and

skew the distribution of inflation expectations

higher. The logic being, inflation is easier to

control than deflation.

The European Central Bank, however, has

done the least to protect against deflation.

Instead, the bank has directed policy towards

delimiting interest rates on sovereign debt.

The ECB believes such programs will provide
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space for member governments to make

necessary structural reforms which will

subsequently drive sovereign borrowing rates

lower still. Eventually, easier financial

conditions will filter through to the real

economy.

The problem for Europe is that measures like

outright transactions (OMT) and bank

refinancing operations (LTRO) do not directly

ease financial conditions in the real economy—

they are designed to bolster financial stability.

Furthermore, structural reform of labor and

product markets is a politically sensitive topic

that takes time to implement. While it is

reasonable to expect that these policies will

improve potential growth and lower interest

rates over time, Europe is right now at risk of

further significant disinflation which will extend

the period of economic stagnation.

Monetary policy in Europe is presently too tight

given high levels of unemployment, a deep

depression in southern Europe, and a

persistently overvalued currency. A growing

credit crunch which threatens both businesses

and households in southern Europe will also

affect many northern European economies.

These conditions are fueling enormous excess

capacity in the economy which, with all

certainty, will further drive the price of goods

and services lower.

In order for Europe to avoid its own “lost

decade” of economic activity, it must soften its

intolerance of moderately higher inflation,

realize that an inflation rate that is even

modestly too low can have serious effects, and

adopt more aggressive policy to protect against

disinflation. If German activity continues to be

weaker, as we expect, the ECB will eventually

shift to a more stimulative profile.

By delaying now, however, the ECB is losing

time and opening the door for declining prices

to be built into expectations. Inappropriately

tight policy is moving the continent closer to a

deflationary spiral from which it will be difficult

to exit.
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