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UNDERSTANDING DEFLATION
Treating the Disease, Not the Symptoms

L. RANDALL WRAY and DIMITRI B. PAPADIMITRIOU

In recent months, many policymakers and analysts have fretted about the possi-
bility that the U.S. economy might enter a protracted period of price deflation.
What we find missing from most analyses on this topic is a clear discussion of
the causes of the deflationary pressures that seem to afflict economies today on
a global scale. Further, most discussions and analyses appear to presume that
deflation is itself a bad thing, but do not identify the costs that might be associ-
ated with deflation. We argue that deflation can and usually does generate large
economic and social costs, but it is more important to understand that deflation

is itself a symptom of severe and chronic economic problems.

In our view, those who believe that the Fed can effectively battle deflationary pressures
with its monetary tools (even using fairly unconventional tools, as many commentators urge,
to “pump liquidity” into the economy and prop up prices) have neither identified the causes
of deflation nor formulated policy to resolve the economic problems generating deflationary

pressures. At best, they are merely treating symptoms, not the underlying disease.

The full text of this paper is published as Levy Institute Public Policy Brief No. 74, available at www.levy.org.
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Causes of Deflationary Pressures

The current situation in the United States must be examined
in the context of the policy stance (both monetary and fiscal)
of the past decade. Many blamed the Fed for easing monetary
policy too little, too late in the early 1990s. Even when growth
did pick up in the middle of the decade, the Fed still fretted
about inflation, but maintained relatively low rates. By the end
of the decade, the Fed could stand it no longer, and raised the
federal funds rate in about eight steps in 1999 and 2000. In
quick succession, the stock market collapsed, the New Economy
crashed and burned, the official recession hit, and the Fed
began to lower interest rates in another dozen-plus steps.

But that is at best half the story. The other half also begins
in the early 1990s, when burgeoning budget deficits overcame
a deficiency of private sector demand. For a number of reasons
(some of which were analyzed in Wray 2000; Papadimitriou
and Wray 2001a)—including the stock market “wealth effect,”
New Economy hype, creative accounting, innovations in con-
sumer credit, and what Greenspan labeled “irrational exuber-
ance”—firms and consumers began to borrow and spend on
an unprecedented scale. As many analyses published by The
Levy Economics Institute proclaimed at the time (Godley
1999, 2003; Godley and Izurieta 2001; Godley and Wray 1999;
Papadimitriou and Wray 1998, 2001a, 2001b), the expansion
was highly unsustainable and would almost inevitably culmi-
nate in an ugly crash.

To be specific, the end would come when households and
firms tried to bring their spending back into line with their
incomes. If the private sector were to return to a budget sur-
plus, the resulting decrease in demand would generate massive
layoffs as firms tried to bring production down to match it.
Further, tax revenues would fall precisely when all levels of
government needed to increase spending to alleviate the prob-
lems that accompany recessions (Wray 2003). This means that
those projected surpluses would not and could not be realized;
indeed, very large government deficits would be restored.

And so it all came to pass—or, at least, it is currently
underway. In our view, recovery is not right around the cor-
ner. At best, the economy might limp along with a “growth
recession,” although a double-dip recession, in which output
falls once again, is possible. There is even the possibility that
things could get very much worse, if a full-scale deflation were
to take hold. Let us turn to a worst-case scenario after first

examining what we mean by deflation.
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Deflation: Definitions, Consequences, and
Policies to Counter It

Deflation can be defined as a falling general, or overall, price
level. Many analysts, when employing this usage, refer to one
of the common price indices: the consumer price index (CPI),
the GDP deflator, the wholesale price index, or an index of
manufactured-goods prices.

Deflation is, in itself, not necessarily always and every-
where a problem—for several reasons. It is technically possi-
ble, though unlikely, to record a falling index (e.g., the CPI)
even if no firm actually receives lower prices for its products.
(This is because many components of the index have imputed
or quality-adjusted prices.) One could even envision several
scenarios, including a period of rising productivity (output
per hour worked), in which firms or consumers would not see
measured “deflation” as a problem.

While few analysts have been specific, most seem to be
concerned about the possibility of a 1930s-style deflation.
Irving Fisher (1933) called this a “debt deflation,” and economist
Hyman Minsky was fond of pointing out that while output
prices fell by “only” 25 percent during the Great Depression,
asset prices fell by 85 percent. That is, unlike most current
commentators, both Fisher and Minsky, when speaking of
deflation, emphasized falling asset prices—most prominently
of equities and farms in the 1930s—not falling indices of out-
put prices. This is not to imply that the two price systems are
unrelated. In Minsky’s view, competitive pressures and inade-
quate demand led to falling sales and output prices in the 1930s.
The dearth of spending in turn led to layoffs and pressure to
cut wages. Falling wages, however, depressed demand further
and led to a vicious cycle of price cuts, declining wages, and
falling employment and sales.

That was bad enough. But the 1920s had been marked by
a run-up of private sector debt. Because debts are in nominal
terms (fixed dollar amounts), falling prices and wages made it
impossible to service the debt. Defaults snowballed and brought
down the banking system, wiping out depositors’ savings. The
lasting effects were fear of indebtedness, and hence the arrival
of financial conservatism, as well as destruction of banker-
borrower relations that impeded recovery and contributed to
the decade-long depression. It was not until the start of World
War II that the government began to run adequate deficits,
and only then that the Great Depression came to an end—and

the Keynesian golden age began.



Minsky’s trenchant analysis (1986) identified the differ-
ence between prewar “small-government capitalism” and post-
war “big-government capitalism.” Spending equal to 20 to 25
percent of the nation’s output, up from about 3 percent earlier
in the century, enabled the federal government to counteract
falling private demand during postwar recessions. In this way,
falling private demand would not necessarily generate snow-
balling defaults on debts. In Minsky’s view, deficits, together
with intervention by the Fed as a lender of last resort to pre-
vent bank runs, is what banished great depressions and debt
deflations from the U.S. economy for the last six decades.

There is another approach to dealing with price deflation,
but it was never seriously considered until the rise of mone-
tarism in the 1970s. It is now the most commonly discussed.
The central bank is supposed to be able to stop deflation by
“pumping liquidity” into the economy. Proponents of this
approach fail to realize that in the real world, central banks
conduct monetary policy in one of two ways: they engage in
open-market purchases of sovereign debt, or lend reserves at
the discount window. In recent years, most analysts have come
to recognize that these activities are nondiscretionary from the
point of view of the central bank; that is to say, reserves are
provided only when the banking system needs them. In the
past, the Fed has experimented with borrowed-reserve and
with nonborrowed-reserve targets, but total reserves (the sum
of the two) cannot be set by the Fed at a level of its choice.
Once the banking system has all the reserves it wishes to hold,
further purchases by the Fed will simply generate excess
reserve positions. This will place downward pressure on the
overnight (federal funds) rate, ultimately driving it to zero,
making further stimulation through monetary policy impossi-
ble. Japan is a current example of a nation in which excess
reserves are allowed to remain in the banking system, resulting

in a zero overnight interest rate.

The Worst-Case Scenario: A Debt Deflation

Minsky warned that a small-government economy with com-
plex financial relations would be subject to periodic episodes
of debt deflation. Any historical debt series shows that private
debt ratios (whether measured as debt-to-income or debt-to-
net worth) have trended upward in the postwar period. Some
periods, especially the 1980s and 1990s, show sharp accelera-

tions of such trends.

Minsky worried that the very act of putting off an out-
right debt deflation encouraged increasingly fragile financial
positions. Could “it” (debt deflation) happen again? Yes, Minsky
thought, it might. Let us quickly review developments that
might have made that worst-case scenario more possible.

First, the federal government has been “downsized”—
partly because of the devolution of more responsibilities to state
governments, partly because of reduced military spending, and
partly because of attempts to balance the budget. The threat of
deflation has been made worse by another development over
the past two decades: the chronic and growing trade deficit.
This deficit now runs some 5 percent of GDP. When we add
together the full-employment budget surplus and the trade
deficit, we have a “leakage” of aggregate demand that reaches
to 6 or 7 percent of GDP when the economy grows robustly.

Competition from low-wage nations has also imperiled
households’ ability to repay their increasing debt out of wage
income. As production shifts offshore, or as it is simply reduced
due to low demand, more households find their incomes low-
ered and begin to experience difficulty making payments on
debts run up over the course of the expansion.

In recent months, concerns have also arisen about Freddie
Mac and Fannie Mae, the quasi-governmental home mortgage
guarantors. Technically considered government-sponsored
enterprises (GSEs), they package mortgages into bonds.
Together, they own or guarantee 42 percent of the U.S. mort-
gage market. If real estate markets cool, and some regions
begin to experience falling values, the entire mortgage-backed
securities market could be in trouble.

The final point here concerns the deteriorating condition
of state budgets. States have been forced to cut spending
between $20 billion and $40 billion, and some have raised
taxes as well. It is likely that very large deficits will open up
over the coming year, as tax revenues continue to fall far short
of projections. Unlike the federal government, state and local
governments can be (and occasionally are) forced to default
on their debts. Even if they do not, budget cutting, layoffs, and
tax increases will begin to take a greater toll on the economy

this year.
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Conclusion: Likely Prospects and Effective

Policy Responses

Falling indices of output prices can be generated by several
mechanisms: increases in productivity, quality increases and
hedonic imputations of prices, competition from low-cost
producers, or depressed aggregate demand. These causes are
not equally pernicious.

We believe that the probability of significant deflation of
output prices, even as imperfectly measured by conventional
indices, is not great. Nor do we believe that falling output
prices alone would be sufficient to wreak havoc on the econ-
omy. Rather, the real danger comes from the possibility of a
deflation of asset prices. In a worst-case scenario, “fire sales” of
assets could occur, setting off a classic Fisher-Minsky debt-
deflation spiral.

Is there an alternative? During World War II, Evsey Domar
(1944) remarked that the best solution to heavy indebtedness
is economic growth. But not just any type of growth will alle-
viate overindebtedness of the private sector. It was, after all,
the relatively robust and private sector—led growth during the
Clinton expansion, as well as the sluggish recovery since 2001,
that resulted in the current high debt loads. The public sector
must take the lead.

If the current account deficit remains in the 4-to-5-percent
range, the government sector as a whole (federal, state, local)
would have to run a deficit of 7 to 8 percent of GDP to allow
the private sector to run the surplus that has been typical since
World War II (Papadimitriou et al. 2002). This would best be
achieved by means of a discretionary federal government stim-
ulus package, rather than a recession that saps tax revenues. A
broad-based tax cut could boost household incomes, allowing
improvement of balance sheets without requiring curtailed
consumption. Cutting payroll taxes would help a broad swath
of the population; some estimates show that 80 percent of all
taxpayers pay more in payroll taxes than in income taxes (Wray
and Tcherneva 2001). We would also favor a permanent tax
credit to employers equal to 50 percent of their Social Security
payroll taxes paid.

Together, these provisions would add some $220 billion
annually to the economy and would increase the federal deficit
(all else being equal) by a bit over 2 percent of GDP. We advo-
cate increasing the federal government’s emergency support to
states in order to stem pressures on them to slash budgets. An

additional $100 billion to states would allow them to eliminate
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budget shortfalls and to deal with increased needs until the
economy turns around.

Much of this stimulus would be phased out as the economy
recovers. In addition to the payroll tax credit for employers,
discussed above, we would advocate increased federal govern-
ment support for public infrastructure investment in the range
of 1 percent of GDP annually.

In conclusion, we view any evidence of output price defla-
tion, or, at least, of deflationary pressures, mostly as a symptom
of an underlying disease. That disease is inadequate demand.
The causes of the disease are surely multifarious: overindebted
households and firms, competition by low-cost producers
overseas (at least some of this coming from American firms
that have relocated), serious demand problems outside the
United States (again, for a wide variety of reasons), state and
local government budget problems, and excessive investment
and saturation in some sectors of the economy (notably the
high-tech sector). To that list, we would add—and single out
as perhaps the most important contributing factor—the exces-
sively tight federal government budget that had its beginnings
in the balanced budget initiatives at the end of the 1980s.
Fortunately, this factor is (economically) the easiest to remedy.
But if views of the proper role of the federal government do
not change, the probable economic scenarios range from bad

to worse.
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