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Executive Summary
Recent months have brought about an outright reversal in the assessment of risks to price 
stability in the Eurozone. Whereas until summer 2008, monetary policy was concerned
with surging commodity and energy prices with imminent upward pressure to price 
stability, now that trend is reversed. The ECB has recently repeatedly decreased interest 
rates to accommodate to the slowdown of growth and the danger of recession. At the 
same time, inflation has eased on the back of falling commodity prices and weak demand. 
Throughout the year 2008, all major organizations (ECB, IMF, EC, OECD etc.) have had 
big problems in predicting growth and inflation. The estimates have been subject to high 
uncertainties. Although most observers would subscribe to the view that we are to expect 
the risk of a serious global slowdown in both growth and inflation (i.e. traditional 
recession), some argue that we are on the brink of deflation (or stag-deflation), while still 
others argue that stagflation could be the true concern in the mid- and long-run. Both 
views, obviously, hold in them very different consequences for ECB policy 
recommendations. In Section 2 we refer to various sources, which state that the deflation 
danger is exaggerated and in Section 3 a closer look is taken at deflation in the Eurozone. 
In Section 4 we analyze the empirical evidence on inflation and deflation risks and we 
make our own update up to November 2008. Section 5 investigates the steepening of the 
yield curve in the Eurozone since the failure of Lehman and during the year 2008. 
Section 6 concludes with some remarks on central bank policy in the Eurozone and the 
US. In the short run the ECB has to act in an environment with major flaws in the 
financial system (disfunctioning money and credit markets) under a lot of 
macroeconomic uncertainty. Therefore, its monetary policy actions will not probably 
work as expected and the ECB’s option value of waiting will be high. In the medium 
term (the ECB’s policy horizon) the risk of excessive inflation is (much) higher than the 
risk of deflation. By the globalization of monetary policy it will be hard for the ECB to 
shield the Eurozone from the quantitative easing by the Fed and other central banks in the 
world.  

1. Danger of deflation or stagflation?1

Recent months have brought about an outright reversal in the assessment of risks to price 
stability in the Eurozone. Whereas until summer 2008, monetary policy was concerned 
with surging commodity and energy prices with imminent upward pressure to price 
stability, now that trend is reversed. The European Central Bank (ECB) has recently 
                                                  
1 The author gratefully acknowledges the very helpful comments of Prof. Hans Blommestein, Dr. Willem 
Verhagen and Mr. Edin Mujagic, MSc and the excellent research assistance of Mr. Rob Nijskens, MSc.
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repeatedly decreased interest rates, in December 2008 by an unprecedented 75 basis 
points, to accommodate to the slowdown of growth and the danger of an ongoing 
recession. At the same time, inflation has eased on the back of falling commodity prices 
and weak demand. Throughout the year 2008, all major organizations (ECB, IMF, EC, 
OECD etc.) have had big problems in predicting growth and inflation. The estimates have 
been subject to high uncertainties. Although most observers would subscribe to the view 
that we are to expect the risk of a serious global slowdown in both growth and inflation 
(i.e. traditional recession), some argue that we are on the brink of deflation (or stag-
deflation), while still others argue that stagflation could be the true concern in the mid-
and long-run. Both views, obviously, hold in them very different consequences for ECB 
policy recommendations. Indeed, a deflationary spiral is in many ways potentially the 
least attractive scenario as it contains the danger of liquidity traps and sustained 
expectations of lower prices, which can lock-in for a long time, what in extreme form, 
can lead to a repeat of the Japanese experience in the last two decades. What are the 
chances of a Japan-style deflation in the Eurozone? The most likely source of a potential 
large-scale deflation in the Eurozone is likely to be stemming from asset prices, but 
possibly also certain commodity prices, if the current trend continues. In Section 2 we 
refer to various sources, which state that the deflation danger is exaggerated and in 
Section 3 a closer look is taken at deflation in the Eurozone. In Section 4 we analyze the 
empirical evidence on inflation and deflation risks and we make our own update up to 
November 2008. Section 5 investigates the steepening of the yield curve in the Eurozone 
since the failure of Lehman and during the year 2008. Section 6 concludes with some
remarks on central bank policy in the Eurozone and the US.   

2. Deflation danger is exaggerated
Deflation has not been in the news as much as today since 2003, when the last global 
recession took place. The 2003 deflation scare was rooted in the belief that the negative 
output gap at that time would push already low rates of US (core) inflation into negative 
territory. The Economist figured that, from August till November, 50 news stories in the 
Wall Street Journal, International Herald Tribune and The Times have mentioned the 
term deflation2. By now, this number has increased tremendously, although most of these 
news stories were refering to the US and not so much to the Eurozone.
However, this deflation danger is far from imminent, as expectations are not reflecting 
this. This has been stated by the ECB, the OECD and the European Commission. 
President Jean-Claude Trichet and Executive Board Member Jürgen Stark have both 
indicated that the ECB does not see trends or signs of deflation arising in the Eurozone34. 
The ECB is happy with the easing of inflation as this gives room to central banks for 
lowering interest rates and for governments to apply fiscal stimulus to their economies. 
President Trichet did warn, however, that this stimulus must stay within the limits of the 
Stability and Growth Pact. Those countries that do not have room to manoeuvre probably 
suffer from a lack of confidence, still caused by the credit crisis. Given the weak fiscal 

                                                  
2 The Deflation Index, The Economist, 20-11-2008, 
http://www.economist.com/daily/chartgallery/displaystory.cfm?story_id=12652688
3 No Sign of Eurozone Deflation – ECB, Agence France Presse, 19-11-2008
4 ECB’s Stark Sees Little Deflation Risk for Euro zone, Thomson Financial, 22-12-2008
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position of some countries, there are also rising concerns about the ability of these 
countries to service their debt in the future.

OECD Secretary General Angel Gurria also stated that there is no big deflation risk 
present5. Although he did not rule it out completely, he said that the OECD does not see 
it at the moment. Only some products and commodities have declining prices; there is no 
general price decline.

European Commissioner Joaquin Almunia said deflation is not a real risk in the 
Eurozone6. He also attributed the drop in prices to oil, commodities and the recession. 
Additionally, he said the Eurozone is structured differently from other major economies: 
“We have a labour market that is organized in such a way that makes it extremely, 
extremely difficult to go towards deflation." Presumably, he refers to the higher degree of 
nominal and real wage rigidity in the Eurozone. The resistance to nominal wage declines 
is an important line of defense against deflation. The recession should be mitigated by 
using both fiscal and monetary stimulus, and Almunia foresees a return to growth in the 
second half of 2009.

We can even go further and say that the danger of deflation is exaggerated. Thomas 
Mayer (2008), Managing Director at the Global Economics division of Deutsche Bank, 
states that the future will bring very low growth in the large industrialized economies of 
the world, together with a long-term rise of inflation7. He argues that, due to global 
imbalances, the consumers in the large economies were no longer able to repay their debt. 
The government had to step in to take over bad debts, as to prevent mass bankruptcy and 
avoid deflation due to faltering demand. Additionally, monetary policy has to be eased. 
This has already happened in the US, and the Eurozone may be following. This should 
avoid a very deep recession and thus deflation and, given the amount of monetary 
stimulus, might lead to inflation instead in the medium to long run.

However, new growth cannot be sustained only on fiscal impulses. Therefore, Mayer 
(2008) argues that the renewal of global demand will come from the growing middle-
classes in emerging markets such as China, India and Brazil. Until this new structure has 
taken hold, growth rates may swing as slowdowns will be countered by fiscal expansion 
in the industrialized countries. Additionally, it is argued that as global capital flows 
decrease, the global financial sector will become much smaller.

The fiscal stimulus packages currently administered will hurt public finances, and might 
lead to excessive debt despite the Stability and Growth Pact (since these are special 
circumstances). When governments then obtain funds from their central banks, this over-
supply of liquidity will lower exchange rates against emerging markets, which are 
growing faster. The lower exchange rates will induce wage and price increases, and thus 
fuel long-term inflation.

                                                  
5 OECD Chief Does Not See Big Deflation Risk, Reuters, 15-12-2008
6 EU’s Almunia: Deflation Not Real Risk in Eurozone, Reuters, 3-12-2008
7 “The Reports of Deflation Are Greatly Exaggerated” by Thomas Mayer, Wall Street Journal Europe, 8-
12-2008
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3. A closer look at deflation
Deflation is defined as a persistent decline in the general level of prices, which is 
expected by economic agents. It is often associated with a reduction in aggregate demand.
When mentioning deflation in the news, however, the media often do not merit the three 
main characteristics of deflation: it is generalised, persistent and expected by economic 
agents. 

Lorenzo Bini Smaghi (2008), Executive Board Member of the ECB, has stated that the 
discussion of deflation has been imperfectly informed, and that the way in which it is 
discussed is imprecise8. He additionally states that “it is much more useful for market 
participants to have a good understanding of the analytical framework supporting policy 
decisions, than for them to try to dissect each and every speech of the various members of 
the policymaking body to detect any indication of the next policy move”, which 
motivates his intention to not influence market expectations but to clarify the analysis 
done by the central bank. Deflation can indeed lead to severe problems, especially due to 
its self-perpetuating nature; the expectation of future price reductions makes consumers 
reluctant to buy. This reduces aggregate demand, putting additional pressure on prices. 
This can result in a downward spiral. It is often accompanied by a sharp drop in asset 
prices and thus loss of wealth, which amplifies the initial disturbance. Additionally, the 
real interest rate will be pushed up by deflation expectations.

However, as Bini Smaghi (2008) points out, not all declines in the level of prices are 
deflation. Individual prices do fall, but do not lead to a general decrease in price level. 
Even if the consumer price index (i.e. the HICP for the Eurozone) decreases from time to 
time, this may just be disinflation to adjust to the equilibrium price level (i.e. due to a 
shock). The difference between deflation and disinflation is, however, that in a deflation 
scenario the expectations of price changes become negative, leading to the 
abovementioned problems.

What do the forecasts say about deflation? The commodity boom of the recent year has 
turned into a bust that has influenced inflation expectations, with mainly the energy price 
component decreasing. However, this does not reflect the fundamentals of the commodity 
markets: there is a structural shortage of supply and thus prices will have to rise in the 
long term. The present analysis of the ECB does not indicate a fall in prices over a 
prolonged time period either: the latest Eurosystem Staff macroeconomic projections set 
average annual HICP inflation between 1.1% and 1.7% in 2009 and between 1.5% and 
2.1% in 20109. Also the OECD10 does not forecast deflation, merely less inflation: it will 
lie at 1.4% for 2009 and 1.3% for 2010, and the European Commission11 is even more 
optimistic: 2.1% for 2009 and 2% for 2010. 

Additionally, a long and deep recession is not forecasted: GDP growth for the Eurozone 
is estimated 0.1% for 2009 and 0.9% for 2010 by the European Commission, and -0.6% 
and 1.2% by the OECD in its Economic Outlook. The recession is expected to be worse 

                                                  
8 Careful with (the “d”) Words!, Speech by Lorenzo Bini Smaghi, Venice, 25-11-2008
9 Monthly Bulletin, European Central Bank, December 2008
10 OECD Economic Outlook No. 84, OECD, November 2008
11 Economic Forecast, European Commission, Autumn 2008
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for the US during 2009: GDP growth is forecast to be -0.5% for 2009 and 1% for 2010 by 
the European Commission, and -0.9% for 2009 and 1.6% for 2010 by the OECD.

Furthermore, the often-made comparison with Japan is not justified, since the situation 
there was different. Overall prices, not only asset prices or oil prices, were driven up very 
high, and they had to come down a long way. This happened since monetary policy was 
too lax during the creation of the Japanese asset bubble. This has not been the case in the 
Eurozone, although the present situation in the US may be more similar to that of Japan.

4. Empirical evidence on inflation and deflation risks 
UniCredit Research has devoted a section to deflation in their research notes. They 
forecast inflation to be very low during the first half of 2009, and going up afterwards. 
See Figure 1 for the UniCredit inflation forecast. Additionally, UniCredit attributes the 
decrease of inflation mainly to weaker-than-expected energy and food prices. 

Figure 1: UniCredit inflation forecast

They also see the still high inflation at the moment as stickiness in prices, which will 
respond to the recession later. This can be compared to the dot-com bubble in 2001-2002, 
when inflation took 13-14 months to respond to the decline in GDP growth. Using futures 
information on energy and food (both part of non-core inflation), UniCredit forecasts a 
decline in both markets during the beginning of 2009, but a pickup afterwards and price 
increases in both markets during 2010. This does not correspond to a deflationary trend.
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Kilian & Mangianelli (2007)12 have proposed formal, quantitative measures of deflation 
risks. They have assumed that the risk preference of the private sector with respect to 
inflation matters for the assessment of (excessive) inflation or deflation risks. Using data 
on inflation from 1960 to 2002, they have estimated the risks of deflation and inflation 
for the United States, Germany (as a proxy for the Eurozone) and Japan for horizons of 
up to 2 years, using a sophisticated forecast model based on GARCH estimation. Since 
deflation was also an issue in 2002, it is surprising that there is no evidence of substantial 
deflation risks for the United States or Germany when forecast using the abovementioned 
data. The authors do find evidence for substantial deflation risks in Japan. Figure 2 below 
illustrates their result. Deflation risks for the US and Germany have been around zero for 
almost the whole time period (only around 1987 and 2000, after the stock market crash) 
and they have never actually approached the deflation risks in Japan during the 1990s.

Figure 2: Excessive inflation risks and deflation risks: the US, Germany and Japan

     Note: EIR denotes excessive inflation risks and DR denotes deflation risks
                                                  
12 Kilian, Lutz and Simone Manganelli (2007), "Quantifying the Risk of Deflation," Journal of Money, 
Credit and Banking, vol. 39(2-3), pp. 561-590.
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When we update the data used by Kilian and Manganelli (2007) including data up to 
November 2008, we find similar estimates of risks to price stability. These estimates are 
denoted in Table 1 below. In this table, EIR denotes the excessive inflation risk, DR 
denotes the deflation risk and BR denotes the balance of these risks, a measure for the 
optimality of the distribution of risks. Inflation risk is large when EIR is a large positive 
number, deflation risk is large when DR is a large negative number and BR is optimal 
when it is close to zero. Note that we have taken the lower and upper bound of acceptable 
inflation to be 0 and 2 respectively, corresponding to the range made acceptable by the 
ECB. Kilian and Manganelli (2007) use the bounds 1 and 3.
Looking at the table, we see that the same picture still holds. For all countries in the 
sample, there is positive inflation risk. Also the balance of risk is tilted towards inflation 
(except for Japan). However, when we look at deflationary risks, we see that only Japan 
faces a substantial deflation risk over 2 years; the ones facing Germany (proxy for the 
Eurozone) and the United states are almost negligible, especially over the 1-year horizon. 

We can conclude that, using historical data and a sophisticated forecast model, there is no 
evidence of substantial deflation risks in Europe or the US. This conclusion is supported 
by current evidence on break-even inflation rates derived from inflation-linked bonds 
showing also a larger risk of negative inflation rates in the US than in the Eurozone. 

Table 1: Excessive inflation risk (EIR), deflation risk (DR) and their balance (BR) 
including data up to November 2008 based on Kilian and Manganelli (2007)  

5. A steepening of the yield curve in the Eurozone
In Figure 3, we can see that the yield curve on a monthly basis in the Eurozone has
become steeper since the failure of Lehman Brothers in September 2008, and even more 
if we take into account the whole year 2008 on a quarterly basis in Figure 4.13 The ECB 
has accommodated banks by making the yield curve steeper, so they can borrow short-
term at low rates and lend long-term at high rates. They can thus cheaply clean up their 

                                                  
13 Based on the Fisher equation we could decompose the nominal interest rates in the (expected) real 
interest rate and the expected inflation (during the terms to maturity). If we assume that the (expected) real 
rates are sticky in the short run (from month to month or from quarter to quarter) then we could interpret 
the steepness of the yield curves as the expected inflation (deflation) in the future. I.e. a steep yield curve 
means increasing inflation expectations in the future.

Horizon of 1 Year Horizon of 2 Years
EIR United States 1.76 1.80

Germany 0.88 0.00
Japan 0.41 0.23

BR United States 1.77 1.80
Germany 0.88 0.20

Japan 0.20 -0.55
DR United States 0.01 0.00

Germany 0.01 0.20
Japan -0.21 -0.78
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balance sheets by rolling over their bad debts into good ones at better rates. However, 
since in this way consumers do not profit from the lower interest rates, demand will not 
rise when central banks lower interest rates. This alone thus does not avoid a recession; 
there is even a fear that policymakers will go too far with lowering interest rates, and 
reach the lower bound of the interest rate14. Once the lower band is reached and the 
central bank switches to a policy of quantitative easing yield curves tend to flatten as was 
the case in Japan. The reason for this flattening is that either the banking system starts to 
invest in government bonds and/or the central bank starts to buy bonds outright.

The monetary policy transmission thus does not work well enough. Financial markets 
appear to be waiting on the ECB to cut rates even further to fend off a recession. 
However, president Trichet said that confidence is returning on financial markets, adding 
as a side note that “the entire financial system still needs to be improved to achieve more 
transparency of financial markets, instruments and institutions”15. The credit default 
swaps market, for instance, is still very opaque. There cannot be a stable international 
economy without proper regulation.

Figure 3: A steepening Eurozone yield curve since October 2008 (monthly data)
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14 Depressing Times, The Economist, 13-11-2008
15 Trichet: Must Mull Oil Price Effect on Deflation, Expansion, Dow Jones, 23-12-2008
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Figure 4: A steepening Eurozone yield curve since March 2008 (quarterly data)
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6. Central bank policy in the Eurozone and the US
What should a central bank do to avoid deflation? When looking at the Fed and ECB 
courses of action, which one is best to avoid deflationary expectations? Eijffinger, 
Schaling and Verhagen (2007)16 have introduced a small menu cost in decision making 
for central banks. They find that there is an option value of waiting for changing interest 
rates: taking action is costly, so it may be better for a central bank to wait and see if the 
economy moves to target inflation on its own17. Additionally, activism may create a 
deflationary bias, as acting too much to prevent deflation may lead the public to believe 
that deflation may actually be a danger and they will adjust their expectations.

In this respect, the Fed is much more active than the ECB in changing the interest rate. 
This may have these adverse consequences, and additionally the Fed will have used all its 
options when the recession really kicks in. Even the worse situation in the US, mainly in 
the real estate market, does not justify such activist behavior.

The ECB may use the option value of waiting to see whether the price decreases in oil 
and other commodities are permanent or temporary, and then act on this new knowledge. 
Only if they are permanent, the ECB will have to take further action.
Bini Smaghi (2008) has explained the course of action for a central bank to avoid 
deflation as follows according to the policies of the ECB18. First, the ECB anchors 
                                                  
16Eijffinger, S.C.W., Schaling, E., Verhagen (2007), W.H., “Interest Rate Stepping: Theory and Evidence,” 
Journal of Economic and Financial Sciences, vol.1(1), pp..67-93
17 In normal times central banks like to move gradually, but some central banks (e.g. Swedish Riksbank) 
have explicitly stated that this preference for gradualism is deemed inappropriate in extraordinary times.
18 Careful with (the “d”) Words!, Speech by Lorenzo Bini Smaghi, Venice, 25-11-2008
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expectations by a quantitative definition of price stability and transparency in decision-
making. It also acts preventively on deflation to make the probability of a zero bound 
constraint in interest rates as small as possible, but here the ECB also has to make use of 
the option value of waiting. It may affect the market sentiment adversely if it acts too 
quickly, and thereby create a deflationary bias in expectations of economic agents.

Additionally, when the interbank money markets do not work as they should (which 
happened after the failure of Lehman Brothers), lowering policy rates may not be 
effective. This can undermine confidence in the monetary policy effectiveness of the 
ECB. Moreover, when all ammunition is exhausted in the pre-emptive action, there may 
not be enough when a shock actually occurs. The ECB, in this matter, has more 
ammunition left than the Fed, since the Federal Funds rate is almost at 0%, while the 
ECB rate is still at 2.5%.

Finally, and very important in the light of the current crisis, renewed excessive risk 
taking, the main couse of the current economic problems, can be induced by too low 
interest rates and bring us back to the beginning of the credit crisis. The excessively low 
interest rates were one though important factor in the forces shaping the global credit 
crisis. However, there is a natural tendency to postpone tightening of interest rates in a 
period of recession, until the point where solid recovery is taking place. We do not have 
to go far in the future to see an example of this. The Fed was very quick to reduce its 
interest rate after the dot-com bubble, but it took years for the Fed to bring the interest 
rate back to where it was. This is likely to be repeated. Indeed market participants now 
expect the Fed to bring the Federal Funds rate to 1,5 % only at the end of 2010. This 
tendency is higher when more agents have invested in risky assets on expectations of low 
interest rates, as the tightening would then involve a disruption in capital markets. 
Additionally, when interest rates have been low for a long time period, the central bank 
has to increase them more sharply to bring interest rates back in line with inflation 
expectations.
In the short run the ECB has to act in an environment with major flaws in the financial 
system (disfunctioning money and credit markets) under a lot of macroeconomic 
uncertainty. Therefore, its monetary policy actions will not probably work as expected 
and the ECB’s option value of waiting will be high. In the medium term (the ECB’s 
policy horizon) the risk of excessive inflation is (much) higher than the risk of deflation. 
By the globalization of monetary policy it will be hard for the ECB to shield the 
Eurozone from the quantitative easing by the Fed and other central banks in the world.  
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