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Both risks need first to be put into perspective because the world is 
facing not only the first financial crisis of the twenty first century but the deepest 
since the Great Depression and the most global ever. Many politicians thought
at the beginning that it was going to produce another recession, similar to the 
past ones, which could be dealt again much more effectively due the greater 
knowledge and experience accumulated by central banks on how to deal with 
business cycle smoothing as it happened in the years of the Great Moderation. 
But it has not turned out as they thought. On the contrary, many economists 
think that this crisis is the result of keeping too lax a monetary policy and for too 
long in order to avoid recessions which were necessary. Even more, as historic
empirical evidence shows (IMF, 2008) recessions produced by financial crises 
tend to be deeper, longer and more difficult to deal with than normal ones and 
the present one is, by far, the most complex in economic history. 

 A clear example of this complexity is that never before policy makers, 
international financial institutions, economic analysts of major private banks and 
professional macroeconomic forecasters were so inaccurate about their 
predictions of world’s and Europe’s inflation and growth for 2008. There is of 
course a major reason for that. This crisis, as some other in the last eight 
centuries of “financial folly” (Carmen Reinhart and Kenneth Rogoff, 2008) is one 
of total loss of confidence on financial markets, where uncertainty, panic and 
hysteria have become rampant and consequently, most economic agents have
behaved more irrationally than usual.

Irrationality is even larger when it is a response to uncertainty. Risk can 
be measured but not uncertainty. Uncertainty is a situation in which there is no 
certitude about anything, thus, no risk probability can be computed. Pure risk is 
a situation in which there is at least the probability that it can oscillate between 0 
and 1. Pure certainty is a situation in which we know that probability is either 0 
or 1. In most cases and under normal situations, our knowledge tends to 



oscillate between pure uncertainty and pure risk, but in this crisis the situation 
has been the closest to the first for a long time.

We have seen this time how most of the basic conventional principles of
finance have failed to apply. For instance, since the start of the crisis we have 
witnessed a huge blow to the Efficient Market Hypothesis (EMH) of financial 
markets (Eugene Fama, 1970) where financial markets allocate savings to the 
best risk adjusted return investments and where their financial agents are 
rational individuals who take optimal decisions given present available 
information. As a result, all asset prices reflect their fundamental value, that is, 
their present discounted value of future earnings. 

In the last year and a half, most theories about irrational or less than 
rational behaviour of agents in financial markets, which were considered 
unfashionable during the financial and credit bubble, have now found massive 
support from actual empirical evidence, which in turn has shown major failures 
in most of the EMH tenets. The traditional problems of financial markets such 
as: “moral hazard” (Kenneth Arrow,1971); “asymmetric information” (Sanford 
Grossman and Joseph Stiglitz ,1980); “adverse selection” (Joseph Stiglitz and 
Andrew Weiss,1981) or “the market for lemons” (George Akerlof, 1970); “herd 
behaviour” (Abhijit Banerjee, 1992); “irrationality” (Daniel Kahneman, Paul 
Slovic and Amos Tversky,1982), (Werner De Bondt and Richard Thaler ,1985) 
and (Lawrence Summers, 1986) or more recently (Andrei Shleifer ,2000) and
(Robert Shiller, 2000) and even the return of Keynes’ “animal spirits” (George 
Akerlof and Robert Shiller, 2009), have all been well confirmed and ratified by 
the recent behaviour in financial markets before and during the present crisis.

As a result of this crisis major individual and institutional failures, some of
Neo-Classics and New-Classics macroeconomics basic theoretical tenets have 
been put into question, mainly its famous “fife neutralities” (George Akerlof, 
2007) which had become the dominant paradigm during since the mid 1970s 
when Keynesian macroeconomics in general and especially its Phillips curve 
were not able to explain stagflation. By contrast the crisis is producing a clear
switch to a New-Keynesian-New-Classic synthesis that it is emerging. 

According to Akerlof, these fife New-Classics neutralities are the 
following: First, “The permanent income hypothesis”: changes in current 
income, which leave wealth constant, are neutral to consumption (Milton 
Friedman, 1957). Second, “The Modigliani-Miller theorem”: changes in firm 
financing are neutral to current investment, (Franco Modigliani and Merton 
Miller, 1958). Third, “The natural rate of unemployment”: changes in the 
monetary-fiscal policy mix, affecting long term inflation, are neutral to long term 
unemployment”, (Milton Friedman, 1968 and Edmund Phelps, 1968), Fourth, 
“rational expectations”: monetary policy reactions to the business cycle are 
neutral to economic stability, (Robert Lucas, 1972 and Thomas Sargent, 1973) 
and Fifth, “Ricardian equivalence”: debt financed social transfers are neutral to 
current consumption” (Robert Barro, 1974)

Therefore, this crisis is going to produce a major change not only in how 
to deal with this crisis and its credit crunch but also in the way theoretical 



models, empirical techniques and policy making is going to address financial 
and macroeconomic issues in the future.

Two special cases of prediction and policy making failures, in 2008, are
the IMF’s World Economic Outlook macroeconomic estimates in October and 
the decision by the ECB to raise rates in July respectively. Both institutions, in 
spite of having a staff of outstanding economists, were not able to see that the 
commodity price boom was going to be short-lived because of its accelerating 
negative effects on growth. Both these predictions were discounting that world 
and European rates of growth were going to be much higher than they have 
turned out to be, so that the impact of commodity inflation on consumer inflation 
was going to be large and have second round effects. 

First, the IMF (2008) estimated in October 2008 that world growth was 
going to be 3.9 percent in 2008 and 3.0 per cent in 2009 and in the Euro Area 
1.3 and 0.2 per cent respectively. One month later, in November, IMF estimates 
of world growth was down to 3.8 in 2008 and 2.2 per cent respectively and Euro 
Area’s growth was down to 1.2 and -0-5  per cent respectively in both years. As 
regards, oil dollar prices per barrel, in October, were supposed to be $50.8 in 
2008 and -6.3 in 2009. In November, IMF estimates of oil dollar prices per 
barrel were down to $40, 2 in 2008 and -31.8 in 2009. Finally, in October, IMF 
consumer prices for advanced countries were estimated at 3.6 and 2.0 per cent 
respectively for both years and in November, 3.6 and 1.4 per cent respectively.

Second, the ECB has done an excellent, proactive and flexible job in 
managing and providing liquidity in unprecedented amounts during this financial 
crisis, which stands in sharp contrast with its backward looking interest rate
policies, which have been always behind the curve. This can only be explained 
by a problem in the institutional set up where interest rate decisions are taken. 
When the financial crisis erupted in the summer of 2007, the ECB put on hold, 
rightly so, expected gradual rate hikes, but warned that it was not abandoning
them and continued with an increasing hawkish rhetoric in winter and spring. 

Finally, the ECB raised rates in July 2008, apparently because HICP had 
reached 4% in June, even in a situation in which the Euro Area economy was 
showing already clear signs of an incoming recession. It kept in that position in 
August, when additional signs of recession appear and even after the collapse 
of Lehman in mid September until finally in October it joined the FED, the BOJ 
and the Bank of England in cutting rates drastically and collectively.

Charles Wyplosz (2008) tried to explain, in its briefing paper (and I tried 
to do the same in my meeting with the ECON Committee), the important 
distinction between inflation, which measures the overall price index and 
changes in relative prices within the index, which have only a temporary effect 
on the inflation rate. Oil and food strong increase in prices were affecting only to 
around 25 per cent of the Euro Area HICP basket, while most of the rest of its 
items were not showing price pressures. Therefore, in order for the HICP to 
increase again in that proportion, oil and food prices had to double again in 
2009, otherwise, if they did not, HICP will rise a little or stay put, and, if the 



commodities would fall, HICP will fall as well, that is what has eventually 
happened. 

Moreover, this sudden commodity inflation was not the result of an 
increase in its demand in the Euro Area, but it was, partly, the result of its higher 
emerging market demand and, partly, the result of temporary shortages in its
supply. Therefore, raising interest rates was dangerous because at that 
moment, the probabilities of recession were higher than the probabilities of 
inflation. The ECB decision to raise rates was, apparently, based on its worry 
about the high probability of second round effects from this commodity price 
boom on wages. Nevertheless, after the commodity boom went bust very 
quickly, as predicted, wage negotiations in 2009 are going to be based the very 
small increase in the Euro Area HICP for December 2008 of, most probably
1.8% down from 2.1 % in November. The ECB ended the year with still high 
rates at 2.5%, but even then its President began to argue that the floor for 
nominal rates is not zero, but something around the long-run inflation level, just 
to avoid negative real rates, and that the process of convergence to these rates 
was going to be gradual.

Does it mean that the ECB has now to worry about deflation? In my 
personal opinion, the Euro Area can avoid a deflationary situation provided the 
ECB keeps lowering interest rates aggressively and as soon as possible (since
it has still room to do it) and the fiscal policy stimulus is effective. A few points
about deflation:

First, it is important for the ECB to understand that deflation should not 
be defined as having a negative HICP during a few months, but only after 
staying negative for a year or more or when economic agents have already built 
up expectations of a longer period of falling prices, making consumers to 
postpone purchases and keep its income in cash and employees to begin to 
accept declines in their nominal wages, which are the real mark of a deflation.

Second, deflation is one of the worst situations that can be achieved by 
any economy, mainly because, once an economy fal ls into deflation is 
extremely difficult to get out of it, even if policy makers have learned a lot from 
previous historical examples of the Great Depression and Japan. Zero bound 
nominal interest rates in an indebted economy makes impossible for 
households and companies with falling income and earnings to pay their debts, 
which in turn produces a larger banking crisis which forces a strong credit 
crunch. 

This is one of the reasons why the US, which is much closer to deflation 
and to a liquidity trap than the Euro Area, is privileged and lucky to have Ben 
Bernanke at the helm of the FED, who is probably, not only a great economist, 
but also the best expert on how to avoid the same mistakes of the FED and of 
the BOJ in their previous deflationary experiences. We should learn from how 
Ben Bernanke is dealing with the probability of having a deflation in the US, by 
going close to the zero bound and by using highly innovative and, for the time 
being, effective measures to address such a problem. 



In the case of the Euro Area, a counterfactual can be made: if the ECB 
would have continued raising rates after the July 2008 increase it could have 
ended provoking a stronger recession and probably a deflation. This is what the 
FED did in the Great Depression, when it raised rates to fight the financial asset
price boom, producing a recession and later increased rates again to avoid 
leaving the Gold Standard helping recession turn into depression. A similar 
situation developed in Japan in the early 1990s when the BOJ raised rates to 
fight its huge real estate price boom and kept them high for too long provoking a 
recession, a banking crisis and a subsequent credit crunch which ended in 
deflation.

Third, today, the Euro Area HICP is clearly heading down. Oil prices 
dropped dramatically and are now stagnant, food prices went down as well,
while recession is already widespread in advanced countries. The same is 
happening in the Euro Area, which rate of growth is already negative, quarter on 
quarter elevated to year, and, in 2009, is expected to be negative, year on year
(the consensus of private analysts estimated a Euro Area GDP growth of -
1.4%). Moreover, the dominant view is that this recession is going to be more 
prolonged than normal recessions due to the present “credit crunch” provoked 
by the financial crisis.

This is not another normal recession. This time is not only the result of 
falling asset prices after a very large boom which it was not tackle by a “leaning 
against the wind” monetary policy on time, but also is a combination of very 
negative animal spirits of investors deceived by false ratings and fraud and a
credit crunch derived from a large de-leveraging by banks after so many years 
of easy and cheap credit and mounting levels of leverage. Therefore, in this 
abnormal situation, the policy of the ECB should be: first, to make very explicit 
that it is ready to fight deflation expectations as hard as it has been fighting
inflation expectations (instead of saying that it will not get rates down to close to
zero but to long-run inflation levels to avoid negative real rates) and second, to 
be ready to use, if necessary, unconventional and innovative policies to avoid it.

The probable reason for such an ECB argument is that a negative real 
rate of interest is an undesirable subsidy to its recipients. But it is not right given 
that first, it can do it temporarily and then when deflation expectations are over 
to go back to positive rates. Second, its recipients are commercial banks which 
enjoy the privilege of access to the central bank in return for being regulated. 
Third, such an argument would only valid if the cost of the subsidy for a short 
period would be larger than the cost of positive real rates in times of distress.

Nevertheless, the ECB President’s argument was later softened by Vice 
President Papademos who gave a more forward looking and reassuring 
statement when he said: “further Euro Area interest rate cuts may be warranted 
to prevent economic recession from spilling into damaging deflation… and if the 
downside risk to price stability increased… an easing of monetary policy could 
be warranted in order to keep price stability low but close to 2 per cent” That is, 
meaning, for the first time, that the inflation target is symmetrical, which is very 
good news.



Fourth, deflation can also be latent and waiting to be triggered by a 
monetary policy mistake. In a country like Japan, deflation is latent for the 
following reasons. Its population average level of age is very high, due to having 
the world’s longest life expectancy, one of the lowest fertility rates globally and 
also a highly homogeneous ethnic population that is quite reluctant to accept
immigrants other than the descendants of previous Japanese migrants to the 
rest of the world (only 1.5% of the population is foreign). On the one side, its 
labour force (15-64) is shrinking fast (now 64% of the total versus 67% in the 
OECD) and its older population (65+) is increasing even faster (now 22% of the 
total versus 14% in the OECD). 

Therefore, Japanese households are very reluctant to consume, not only 
because many have a high age and old people consume very little, but also 
because they see their futures pensions at high risk, given the growing miss-
match between the falling number of people contributing to pensions and the 
increasing number of retirees and also because they see that the government 
debt to GDP ratio is 180% and it will have difficulties to bridge the pension 
system growing financial hole. These are the main structural reason why Japan 
is more prone to deflation than other countries. 

Fifth, in the Euro Area, the only Member State that could be somehow 
closer to the Japanese situation is Germany. Germans are also aging a little bit 
faster than in Italy or Spain, but they are not as reluctant as Japan to accept 
immigrants from Eastern Europe or Turkey and their government finances, only 
60% debt to GDP; are much better off than those in Japan. Moreover, Germany 
is the most competitive European Member State, the largest exporter in the 
world and the only country that has a trade surplus with China, although its 
export markets are now shrinking because of the financial crisis.

Nevertheless, Germany is having a major structural problem with its 
domestic household consumption. German households prefer to save rather 
than to consume because they also think that their future pensions could be in 
jeopardy, mainly because they tend to be very forward looking and to plan for 
long-term horizons, unlike Italians or Spanish, which have similar aging 
population situations but tend to be less forward looking and to have much
shorter term horizons. Nevertheless, in these two latter countries, families play 
a larger safety net role than in Germany, which may explain part of their myopic 
stance. This structural problem that Germany is suffering is the reason why it 
seems paradoxical to see some German policy makers being against ECB 
reducing rates and trying to avoid large coordinated fiscal stimulus in the Euro 
Area.

Does the Euro Area have a problem with inflation expectations? In my 
view, in the short to medium term there is almost no probability of any inflation 
expectations surge. In the long term, it will depend on the net result of, on the 
one side, how deep and long will the present recession turn out and on the 
other, on how large the fiscal programs to bail out banks and to smooth out
recession are going to keep within a reasonable debt to GDP ratio.



Looking onto the short to medium term, the ECB’s December 2008 
Monthly Bulletin shows the latest Eurosystem staff macroeconomic inflation 
projections, where average HICP inflation is estimated to lie between 1.1% and 
1.7% in 2009. Let us suppose that the true eventual rate of inflation for 2009 
ends in the middle of that range (1.4%) In that case, it will be the lowest since 
October 1999, well below the ECB target! The OECD expects HICP inflation in 
2009 to be 1.4% as well and the IMF, 1.9%. For 2010, Eurosystem staff 
projections estimate 1.8% as the middle of their range, the European 
Commission expects 2.1%, the OECD only 1.3% and the consensus among 
forecasters is 2.0 

Nevertheless, the existence of what is called “base effects”, that is, the 
contribution to the change in the year-on-year inflation rate in a particular month 
that stems from a deviation from its usual pattern of the month-on-month rate in 
the base month one year earlier.  HICP in 2008 was subjected to wide 
deviations form the normal inflation patterns and thus is going to produce large 
base effects. In the first part of 2008, HICP surged, due to a large jump in food 
and oil prices, reaching 4% in June and July, and, in the second part of 2008, oil 
and food prices started to fall as fast as they did jump in the first half, ending at 
a low point in December of probably 1.8%.

Therefore, in 2009, the cumulative impact of these base effects on the 
HICP will tend to reduce the month-on-month inflation rate in the first seven 
months when they will be compared to the surging month-on-month inflation in 
2008, where the base was higher. And by contrast, to increase the month-on-
month inflation rate from August to December 2009 when compared to the 
falling rates in 2008, where the base was lower. Therefore, the shape of HICP 
in 2009 will tend to be of inflation falling faster than normal in the first seven 
months maybe getting closer to zero or negative in July and then growing faster 
than normal in the last fife months. These base effects will tend to continue in 
2010 but will be smoother and will tend to shape the inflation year curve in the 
opposite way than in 2009. 

Nevertheless, the consensus estimate by private analysts on Euro Area 
inflation for 2009 is, at this moment, of 0.5% while for 2010 are of 1.9%, that is, 
within the inflation target. This estimates are based on Euro Area budget 
balances being negative in 2008 (-1.5% of GDP) and even more negative in 
2009 and 2010 (-2.7% and -3% of GDP respectively), that means that the 
Stability Pact ceiling will not be surpassed for the whole of the Euro Area. Some 
Members will be above, notably Spain with -5.2% in 2010 and some others 
much below, notably Denmark with a surplus of 1.4%, Sweden with a surplus of 
0.7%, the Netherlands with a deficit of 1.5% and Germany with a deficit of 1.8%.
The Eurosystem staff macroeconomic projections show a lower budget deficit 
for the Euro Area, both in 2008 (-1.3%) and in 2009 (-1.8%) than that of private 
forecasters.  

Finally, the Eurosystem staff macroeconomic projections for long-term 
interest rates are assumed to increase slightly, from 4.2% in December 2008 to 
and average of 4.5% in 2009 and of 4.7% in 2010. Compared with their June 



2008 projections the 2009 new ones have been revised downwards by about 15 
basis points. 

As a conclusion, on the one side, the risk of deflation in the Euro Area 
has more probabilities than that of inflation in the next two years and mainly in 
2009, but still its probability remains low, provided the ECB continues reducing 
aggressively rates in the next quarter and projected fiscal stimuli by its Member 
States start to be implemented. On the other, inflation expectations in the Euro 
Area seem to be very subdued, the recession is being stronger and longer that 
it was expected only a few months ago, so inflation will be able to be kept within 
the ECB inflation objectives both in 2009 and 2010. That means that both risks 
seem to be low.
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