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The Global Threat 
of Deflation Calls 
for Swift Interest 
Rate Cuts in Europe

The global economy currently finds itself at the cross-

roads. The crises in Asia and eastern Europe threaten to

become more acute, initiating competitive currency

devaluations, the result of which can only be to stifle

trade between and within these countries. Moreover,

while the economic trend in the western industrialised

countries is still expansionary, the shock waves of the

global financial crisis have left their mark and have

already dampened growth. Meanwhile, economic policy

in Europe, particularly monetary policy, remains locked

in inactivity, although the markets are clearly signalling

the need for swift intervention conducive to economic

expansion.

Germany shoulders a particularly heavy burden of

responsibility. It is still the anchor-currency country

within Europe, and the Bundesbank must continue to

play its role to the end, i.e. right up to the onset of Euro-

pean Monetary Union. Moreover, to a greater extent

than any other large industrialised country Germany

has oriented its entire economic policy strategy towards

exports, pinning its hopes on demand from the emerg-

ing markets; it is now particularly vulnerable in view of

its substantial current account surpluses vis-à-vis these

countries. More importantly still, in the past two years

Germany has been the only large industrialised country

that has exerted a strong deflationary impulse; previ-

ously only Japan and a number of smaller countries had

pursued such a policy. In addition to the devaluation of

the D-Mark in 1996, which alone served significantly to

improve the competitiveness of German exports, by

reducing its unit labour costs Germany also managed to

devalue its currency in real terms, even vis-à-vis those

countries that had fixed their exchange rate to the D-

Mark as an anchor currency.

Increasingly the decline in unit labour costs, by far

the most important cost component at the macro level, is

leading to an absolute decline in prices, reinforcing the

deflationary trends emanating from world markets.

Under competitive conditions firms must pass on these

cost advantages on to prices, at least in the medium

term. There have been no indications as yet that the

Bundesbank intends to respond to the unequivocal

deflationary trends by reducing interest rates. Its wait-

and-see attitude is heightening the risk of deflation, as

was the case with the Japanese central bank at the start

of the 1990s. The real short-term rate of interest is ris-

ing, namely, and the gap between long-term and short-

term rates has narrowed to a level typical of pre-reces-

sionary phases. A recovery of domestic demand in Ger-

many and Europe, which constitutes the only effective

counter-weight to a global contraction of demand and

the effects of the required real devaluation of the curren-

cies of developing countries is thus in acute danger. If

action is not swiftly taken, there is a real danger of a glo-

bal depression.

Three reasons for a marked cut 
in short-term interest rates in Germany

The most important reason for the Bundesbank to cut

interest rates is price trends in Germany. According to

estimates by the Federal Statistical Office, in August

inflation fell to the lowest level since September 1987. In

July the year-on increase in the cost of living index (all

private households) had been 0.9% for both west Ger-

many and the country as a whole; the estimated rate of

inflation in August was just 0.7% in west Germany, a

figure that, according to the Federal Statistical Office, is

likely to apply to Germany as a whole.

Real price trends emerge even more clearly if the

(seasonally adjusted) month-on-month inflation rates are

considered. Since the start of this year they have oscil-

lated between _0.2 and 0.3%. The positive rates of infla-

tion recorded in the spring can be put down to the one-

off influence of the increase in value added tax on

1 April. In purely arithmetic terms this served to raise

prices by 0.5%. Excluding this effect, consumer prices

have almost certainly remained virtually constant,

allowing for seasonal fluctuations.

As the Bundesbank itself has recognised, the statisti-

cal indicators of the rate of price increases significantly

overstate the extent to which prices are actually rising.

The Bundesbank puts this effect at three quarters of one

per cent.1 The reasons for this discrepancy include

changes in the quality of products and the introduction

of new commodities, to which the statistics take time to

react. Moreover the price index does not take account of

special offers and discounts. Given the ongoing weak-

ness of domestic demand, it can be assumed that traders

are making intensive use of such sales promotion meas-

ures in order to stimulate demand. Taking account of

this aspect, too, the economically relevant rate of infla-

tion is currently already negative. This is true even for

1  German Bundesbank, Monthly Report, no. 5, 1998, p. 60.
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the extreme case that companies were unable to pass on

any of the recent increase in value added tax in the form

of higher prices.

The prime reason behind the inflationary trend is to

be seen in the pay settlements reached in recent years.

The nominal costs of labour have increased far less than

labour productivity (cf. table). The difference between

the rates of growth of wages and of hourly productivity

indicates the inflationary or deflationary pressure ema-

nating from the wage bargaining system. While during

the past decades pay settlements almost consistently

created an inflationary potential, during the past two

years a deflationary potential averaging 0.9% per

annum was recorded.

In spite of the deflationary influence emanating from

wage costs, producer prices continued to rise slightly in

1997. One reason for this is that during the past two

years import prices have been rising (due to the prior

depreciation of the D-Mark), at least partially offsetting

the impact of unit labour costs on producer prices. This

is why the deflationary effect emanating from pay

trends has so far not been more clearly reflected in infla-

tion rates (cf. figure 1).

At the end of last year the impact of import prices on

the rate of inflation was also reversed. In the course of

1998 import prices have fallen almost consistently. This

means that alongside the continued decline in unit

labour costs, import prices are now also exerting an

increasingly restrictive effect on the rate of inflation.2

This is now being reflected in producer prices, which fell

during the first six months of the year.

Assuming that, as in the past two months, prices

remain constant to the end of this year, the rate of infla-

tion for the fourth quarter of 1998 would be 0.4% on the

fourth quarter of 1997, and the inflation rate for 1998 as

a whole would be 0.9% compared with the previous

year.

The second reason for interest rate cuts is to be

found on the capital markets. Interest rates on the capi-

tal markets are falling worldwide and in Germany. Ten-

year government bonds in Germany now yield only just

over 4%, compared with 5½% a year ago; in the USA

the corresponding yield has fallen from 6½% to 5½%.

Globally the decline is clearly due to the fall in the

demand for capital, and is reflected at a similar order of

magnitude in long-term real interest rates. In a number

of industrialised countries this trend has been reinforced

by investors withdrawing capital from countries hit by

2  The argument that the trend in 1986 is comparable to the current sit-

uation to the extent that there was not a deflationary trend in spite of

an absolute decline in consumer prices in annual average terms is spe-

cious. At that time the decline in consumer prices was due exclusively

to a sharp fall in import prices (_10%). There was no deflationary

trend emanating from domestic costs so that inflation could be

expected to return to the target path once import prices had normal-

ised.

Table 1

Scope Distribution and Employment in West Germany
Annual change/change on previous year in %

Years

Productiv-
ity per 
hour1)

Nominal 
wage

per hour2)

Inflation or
deflation
potential

Real
inflation3)4)

Wage per 
hour,
in real 
terms5)

Net wage 
per hour,

in real 
terms6)

Private con-
sumption

at constant 
prices4)

Labour
volume7) Employed

BIP at
constant 
prices

1 2 3 = 2–1 4 5 6 7 8 9 10

1951 to 1960 6.9 9.2 2.3 1.9 7.2 6.6 7.8 1.0 3.3 8.0

1961 to 1970 5.3 9.6 4.4 2.7 6.8 5.7 5.1 –0.8 1.0 4.4

1971 to 1980 3.7 9.6 5.8 5.0 4.3 3.0 3.3 –1.0 0.7 2.7

1981 to 1985 2.1 4.4 2.3 3.8 0.6 –0.4 0.6 –0.9 –0.3 1.1

1986 to 1990 2.9 4.5 1.6 1.4 3.1 3.4 3.6 0.4 1.6 3.4

1991 to 1995 2.3 4.9 2.7 3.1 1.8 –0.4 2.1 –0.6 –0.1 1.6

1996 to 1997 2.9 2.0 –0.9 1.9 0.1 –0.3 0.8 –1.1 –1.2 1.8

1) Gross Domestic Product at 1991 prices per working hour. — 2) Gross income from employment per working hour. — 3) Deflator of private consumption. — 4) From 1995
onwards Germany. — 5) Nominal wage per hour deflated with the price index of private consumption. — 6) Net wages and salaries per working hour deflated with the price
index of private consumption. — 7) Working hours of persons engaged.
Sources: Federal Statistical Office; DIW calculations.
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currency depreciation. With the important exception of

Germany, last year consumer price inflation fell to a far

less substantial extent than interest rates. In the OECD

as a whole the long-term real rate of interest fell by a

whole percentage point; in Germany the decline

amounted to only around 0.3 percentage points, in spite

of the inflationary impact of the rise in value added tax.

The sharp fall in the global demand for capital is, in

the final analysis, due to the collapse of investment

activity in Asia and, more recently, in eastern Europe.

This fall in demand is also reflected in the industrialised

countries in the declining demand for exports, and thus

in a weakening of economic activity. This weakening

requires interest rates to be cut at the short end, for the

growth of the demand for money will also be con-

strained in the course of the cyclical weakening.

Yet the prime reason for a cut in short-term interest

rates is that a monetary policy that holds short-term

interest rates constant in the face of the sharp fall in

long-term rates "destroys" capital supply. When,

namely, short-term financial investment becomes more

attractive, many investors restructure their portfolios in

favour of short-term assets, reducing the supply of long-

term capital. This serves to at least partially disable the

most important "correction factor" in the market econ-

omy for a weakening of global growth rates: the long-

term interest rate falls less than is compatible with the

decline in the demand for capital; monetary policy

serves to exacerbate the crisis. For the USA, which are

close to a state of full employment, this may be an

appropriate policy, as the Federal Reserve would proba-

bly have raised interest rates out of a fear of renewed

inflation if the crisis in the emerging markets and Japan

had not occurred. For Europe, where the upturn has

lagged far behind that in the USA, unemployment has

scarcely fallen from its peak in the depths of the reces-

sion, and inflation rates are falling, it is entirely inappro-

priate.

The increasingly restrictive nature of monetary pol-

icy in Germany _ which can be taken as an example for

Europe as a whole _ can be seen from the interest rate

differential (cf. figure 2). At the start of the most recent

Figure 1

Interest Rates, Prices and Unit Labour Costs1) in Germany

1) Change on previous year in %.
Sources: German Bundesbank; Federal Statistical Office; DIW calculations.
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economic upturn in 1996, the gap between long- and

short-term interest rates in Germany amounted to more

than three percentage points; recently it has narrowed to

less than one percentage point. This is a value that has

so far only been encountered immediately prior to deep

recessions, such as at the start of the 1990s.

The third reason for the Bundesbank to cut interest

rates relates to the business cycle. Such a cut is neces-

sary because, in conjunction with the above-mentioned

global factors and the continued weakness of domestic

demand, there is a real danger of a renewed phase of

weak economic growth. The macroeconomic output data

calculated by the DIW for the second quarter show that,

even under optimistic assumptions regarding services

and the public sector, the rates of growth have declined

significantly between the second half of 1997 and the

first half of 1998. Calculating the various components of

demand _ excluding government consumption, which

distorts the 1998 result due to the special efforts made to

achieve the Maastricht fiscal criteria in 1997 _ the rate of

economic growth declined from 3% to 2%. At best an

annual rate of 2% can be expected for the second half of

1998.

This trend is underlined by the most recent figures

on manufacturing industry. Since as early as the start of

this year, both the business survey conducted by the ifo

Institute and incoming industrial orders, particularly for

those firms producing inputs, point towards stagnation,

a trend that has emanated from exports. Indeed, in July

these indicators showed a marked downward trend (cf.

figure 3).

The role of monetary policy 

The monetary authorities must act now. If the Bundes-

bank were pursuing a monetary targeting concept, that

were attempting to expand the money supply steadily,

short-term interest rates would have to fall in the face of

the decline in the rates of inflation below the target

value and the weakening of monetary growth. The fact

that last year the Bundesbank actually raised interest

Figure 2

Short- and Long-term Interest Rates and Difference in Germany

Sources: German Bundesbank; DIW calculations.
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rates and has failed to consider a cut in rates indicates

that it is not applying such a concept. This is not of

itself a serious objection, because the concept has never

been rigorously applied.

Another serious objection needs to be raised, how-

ever: the Bundesbank is not attempting to make use of

the undoubtable advantages of the concept to which it

claims to adhere, by pursuing a policy that simulates a

money-supply concept, that it acts as if the prerequisites

for the application of such concept existed in practice.3

The decisive advantage of a money supply concept is its

symmetry regarding the impact of monetary policy in

upturns and downturns (or failing to meet the inflation

targets in either direction). Accordingly, short-term

interest rates must rise if the inflation targets built in to

the pre-announced growth trajectory of the money sup-

ply and the real rate of growth corresponding to this tar-

get are exceeded; they must fall if these indicators are

below the respective target. The monetary authorities

must be called upon to apply this symmetrical approach

even if a pure money-supply concept is not being or can-

not be pursued, and monetary policy follows other rules.

Asymmetric reactions by the central bank, that is,

acceptance of deflationary trends and rapid action to

counter any inflationary trends, will inevitably have

serious negative consequences for real economic growth

and unemployment.The hope that the threat of deflation

would be precluded from the outset by virtue of an auto-

matic and sufficiently vigorous response by the mone-

tary authorities has proved illusory, as the decision by

the Bundesbank to raise interest rates last autumn has

shown. It is argued that if actual inflation is below the

inflation target set by the central bank, the real money

supply increases at a faster rate and therefore that short-

term interest rates automatically decline.4 As was

pointed out above, however, no central bank in the

3  Cf. Potential-oriented money supply policy and interest rate cycle, in:

Economic Bulletin, no. 3, March 1994.

Figure 3

Early-warning Economic Indicators and Manufacturing Output
West Germany

1) Balance of positive and negative reports as a % of all reports.
Sources: ifo-Konjunkturtest; Federal Statistical Office; DIW calculations.
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world pursues a pure money-supply concept in which, in

such a case, interest rates "automatically" fall. This has

been shown once more this year by the policy of the

Bundesbank. Although the rate of inflation (excluding

the increase in value added tax, the impact of which

should not enter into the Bundesbank's calculations) is

significantly below the target rate and real growth has

not "overshot", base rates have not been cut.

More importantly still, the argument referring to the

effect of such "built-in stabilisers" in the form of the

growth of the real money supply runs counter to the the-

ory of the "pre-emptive strike" in an inflationary con-

text, according to which intervention at an early stage

significantly reduces the costs of fighting inflation. This

theory is based on the view that it is more costly to fight

inflation once it has taken hold than to counter any ini-

tial signs of accelerating inflation. Yet anticipatory

action by the central bank is impossible under a pure

money-supply concept, as the rise in interest rates does

not occur until _ because of the higher actual rate of

inflation _ the real money supply starts to expand more

slowly. Proponents of the theory of the "pre-emptive

strike", i.e. who call for swift action by the monetary

authorities in the face of a threat of rising inflation, must

therefore depart from the pure money-supply concept.

Equally, they cannot _ in a deflationary context _ simply

point to the automatic mechanism of an increase in the

real money supply, but must also consider the costs of

countering deflation once it has taken hold.

The threat of deflation

The threat of deflation is greater than that posed by

inflation. In principle the former should be taken just as

seriously as the latter. In fact, however, there are strong

arguments for taking a far more serious view of defla-

tion. This is because the effects of inflation on the one

hand and deflation on the other are not completely sym-

metrical, because the negative effects of deflation are felt

primarily by investors, whereas inflation harms holders

of monetary assets. Even a very slight deflationary

trend, such as is currently being experienced in Japan,

can serve to stifle economic activity, because monetary

policy becomes totally impotent _ at the latest _ at an

interest rate of zero percent, although even this can still

imply an excessive real interest rate for investors. In

such a case, massive additional public borrowing, such

as the German government has repeatedly called upon

Japan to implement, is the only means left open to eco-

nomic policymakers.

Conclusions

Given the serious crisis in Asia and evidence of its

spreading to other developing and transition countries,

the attempt by German economic policymakers to

achieve faster economic growth and higher employment

almost exclusively by means of successes on export

markets appears likely to fail sooner than had been

expected by the DIW.5 The significance of domestic

demand has been systematically underestimated in

recent years. With the help of extremely low pay settle-

ments, the D-Mark was devalued in real terms; this pro-

moted exports, but at the same time led to growth losses

in private consumption and investment that more than

offset the gains in exports. On top of this German fiscal

policy _ as documented in the following report in this

issue _ has weakened domestic demand and investment

activity. This strategy might have worked if a symmet-

rically oriented monetary policy had reacted to the defla-

tionary trend inherent in pay settlements and the fiscal-

policy stance by swiftly and significantly reducing inter-

est rates. This did not happen. It was therefore inevita-

ble that the crisis in sales markets made its full effects

felt on economic growth. More seriously still, if cost

deflation in Germany is not brought to an end in the

coming year by a return to productivity-oriented wage

settlements, it will pose a major threat to the European

Monetary Union.6 If Germany pursues a beggar-thy-

neighbour policy in a Europe without exchange rates,

this can only result in deflation and a downward eco-

nomic spiral.7

Heiner Flassbeck and Elke Hahn

4  The German economy in the spring of 1998, in: Economic Bulletin,

no. 6, June 1998.

5  Cf. Economic Trends 1997/98, in: Economic Bulletin, no. 8, August

1997, and Economic Trends 1998/99, in: Economic Bulletin, no. 8,

August 1998

6  Both by means of the undervaluation of the D-Mark that has devel-

oped in recent years and the excessively high interest rate level (with

respect to German inflation rates) at which Germany will enter EMU.

The Bundesbank is in a position to remove the second source of fric-

tion by cutting interest rates; the former can no longer be rectified, as

exchange rates within Europe can no longer be adjusted in response to

changes in relative costs.

7  It is more than astonishing that the German government has issued

warnings about a beggar-thy-neighbour policy in the form of competi-

tive devaluations in Asia without recognising the implications of such

a statement for Germany's role and the functioning of European Mone-

tary Union.


