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Low inflation worries are excessive 

   

● Following a period of very low inflation generated by falling oil prices, US inflation 
has risen close to the Federal Reserve’s (the Fed) long-run 2% target, and it is 
projected to rise modestly higher. Inflation in Europe remains very low, but is also 
expected to rise. 

● The low inflation has been a positive for economic performance. The US and 
Europe benefit from lower energy prices and technology innovations that have 
reduced prices of goods and services. Additionally, US consumer purchasing power 
has been boosted by lower prices of non-petroleum imports, stemming from the 
stronger US dollar. 

● The Fed and European Central Bank (ECB) have been significantly overstating the 
negative impacts of low inflation and the risks of deflation.    

● There is no anecdotal evidence in either the US or Europe that expectations of 
deflation are leading households to defer consumption. Moreover, the probability 
of deflation in either the US or Europe is very low, as growth in aggregate demand 
comfortably exceeds productive capacity, trends that are expected to continue.   

● The Fed, ECB and other central banks frequently cite Japan’s several decades of 
economic malaise and on-and-off mild deflation as a situation to avoid at all costs, 
bolstering their argument for more monetary ease. 

● The reality is that Japan’s underperformance reflects adverse demographics and 
misguided economic, tax and regulatory policies that cannot be remedied by more 
monetary stimulus. The clear lessons from Japan are the debilitating impacts of its 
misguided economic policies and the limited capabilities of its monetary policy. 
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The Fed, ECB and other global central banks constantly express concerns that inflation is 
too low. Their most prominent worry is the risk that low inflation tips into deflation that 
would harm economic performance. In particular, if deflation persisted, expectations of 
future deflation – that is, expectations that the prices of the wide array of goods and 
services are going to decline in the future – would lead consumers to defer spending (save 
and wait for prices to fall), which would cause a persistent decline in aggregate demand 
that would be very difficult to turn around.   

Another common central bank argument is that a moderate amount of inflation is 
necessary to provide “flexibility”. In labor markets, wages are said to be “sticky” (with 
downward “wage rigidities”) such that they may adjust more readily to slack labor markets 
if inflation were modest rather than zero. Also, central bankers argue that moderate 
inflation provides more flexibility for countercyclical monetary stimulus. That is, if the 
economy weakened, central banks would have more room to ease if inflation were 
moderate.   

These central banks often cite Japan as a prominent example of ongoing economic malaise 
caused by on-and-off bouts with deflation. This avoid-at-nearly-all-costs situation is one 
argument used to support aggressive monetary stimulus.  

These fears of low inflation are overstated and references to Japan as a benchmark for 
central banks to avoid are inappropriate. The key factors that have reduced inflation in the 
US and Europe are positive for their economies. There are no signs that deflationary 
expectations are leading people to defer spending. In real terms, wages are sufficiently 
flexible to adjust to weak demand, and where wage inflexibility does exist, it tends to 
reflect rigidities imposed by economic and regulatory policies, not low inflation. Concerns 
about the flexibility to conduct countercyclical monetary policy amid very low inflation 
have been undercut by central banks’ recent quantitative easing (QE) and negative interest 
rates, and their arguments that these policies are natural extensions of conventional 
monetary policy. Japan’s economic underperformance stems from negative demographics 
and economic, tax and regulatory policies that are well beyond the scope of the Bank of 
Japan’s (BoJ) monetary policy.   

Inflation trends: US core PCE inflation is 1.7% year-over-year and headline inflation is 
1.25%, up from their year-ago troughs of 1.3% and 0.2%, respectively, very close to the Fed’s 
long-run target (Chart 1). Both headline and core PCE deflators were close to 1.7% in mid-
2014 before oil prices nose-dived. Both measures have been constrained by declines (3.2% 
year-over-year) in non-petroleum imports, stemming from the stronger US dollar. The Fed 
is the only US government agency or central bank that uses the PCE deflator as a target; all 
others rely on the Consumer Price Index (CPI). The US CPI inflation is now 1.3%, and the 
core CPI excluding food and energy is up 2.2%.    

Chart 1: US inflation and core inflation 

 
Source: Bureau of Economic Analysis / Haver Analyics  
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In the EuroArea, core inflation is 0.7% – it has hovered between 0.7% and 1.0% for several 
years – while the core CPI has dipped to -0.1%, reflecting the impact of lower energy prices 
(Chart 2). With the exception of the energy components of housing and transportation 
costs and prices of communications, which have been declining persistently in each of the 
last 15 years, reflecting technological innovations, prices of all other major categories in 
Eurostat’s Harmonized Index of Consumer Prices have been rising modestly. While prices 
of imported energy and commodity-based goods have been falling, prices of other 
imported goods and services have been rising modestly, despite the weaker euro.     

Chart 2: EuroArea CPI inflation 

 
Source: Statistical Office of the European Communities / Haver Analytics 

 

Inflation measures the price changes of a wide array of goods and services in the consumer 
“market basket”, so that prices of select goods and services vary, reflecting micro supply 
and demand conditions. With the overall level of inflation low, prices of some goods and 
services are declining, while others are rising materially faster than overall inflation. 
Remember, additionally, that in both the US and Europe, inflation measures adjust for 
quality improvement of the goods and services as calculated by the US Bureau of Economic 
Analysis and Eurostat, the statistical office of the European Union.   

All of these factors tend to affect expectations and perceptions of inflation. Inflationary 
expectations are unobservable. However, measures of inflationary expectations – surveys 
and market-based measures – have recently fallen in both the US and Europe with the 
decline in oil prices and concerns about global economic weakness. The fall in energy 
prices – which in reality is a shift in relative prices that involves a one-time impact on 
inflation that typically takes several months to work through the monthly and year-over-
year measures – should have little bearing on the longer-run trend of inflation. Evidence, 
however, suggests that it clearly affects measures of inflationary expectations. 

Although different measures of inflationary expectations have declined in recent 

months, none of these indicate expectations of deflation. Moreover, there is no evidence 

that consumers are deferring spending because they are expecting deflation. 

While consumers anticipate that prices of some goods and services may fall, leading them 
to adjust the timing of their purchases of those items, there is no sign that aggregate 
consumer spending is being influenced by expectations of a decline in the general price 
level. In the last year, real consumption has risen by 2.9%, slightly ahead of the 2.75% 
increase in real disposable personal income.   

Recent consumer spending data suggest that US consumers have spent a portion of their 
increase in real purchasing power stemming from the lower energy prices, and saved a 
portion. Indirectly, consumers are benefiting from technological innovations in US oil and 
shale drilling that underlie much of the decline in oil prices. Automobile sales have been 
maintained at a high level, but the saving has contributed to healthy sales of a wide array of 
goods and services.   
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Over a longer period, the prices of durable goods, including such items as computers, TVs 
and consumer electronics, have declined in each of the last 20 years, reflecting 
technological innovations. Expectations of lower future prices of many durable goods have 
not deterred spending on them; unsurprisingly, sales of durable goods have increased 
dramatically faster than those of either services or non-durable goods. Overall, real 
consumption has continued to track closely with real disposable personal income, and is 
not giving any signal that spending is being influenced by deflationary expectations.   

In the business sector, although the pace of growth in capital spending has been soft in 
light of the high level of corporate profits and cash flows, and low interest rates and costs 
of capital, there is no apparent evidence that expectations of deflation have played a role. 
Similarly, to date, the pattern of aggregate business inventories does not seem to be 
affected by deflationary expectations.    

The speed of the decline in oil prices has severely depressed profits of oil/shale drillers and 
servicers, and dented capital spending. But these negatives have been offset by the lift 
provided to real disposable incomes and consumption. The fact that households have saved 
a portion of their windfall from lower energy prices – estimated to be roughly $125bn – is a 
clear positive for their balance sheets and purchasing power. Profits of non-energy 
businesses also benefit, as do the finances of state and local governments.   

The recent pattern in Europe is similar, with moderate growth in consumption and soft 
gross fixed capital formation. Europe’s low inflation does not seem to have harmed 
economic performance. The low inflation has had little impact on consumer spending, with 
the rate of personal saving remaining in a narrow range. Expectations of deflation are not 
apparent. Recent surveys of consumer confidence have turned weak, but that reflects the 
stock market correction and turbulent political and social issues, rather than worries about 
low inflation. 

The outlook for inflation: The probability of deflation is very low in both the US and 
Europe. Instead, the overwhelmingly high probability that aggregate demand continues to 
outpace productive capacity points to inflation rising modestly in the US and edging up 
with a bit of a lag in Europe.   

Just as inflation is generated when aggregate demand for all goods and services rises 
persistently faster than aggregate supply, deflation – a persistent decline in the general 
price level – occurs when there is insufficient aggregate demand. In the US, nominal GDP, 
the broadest measure of current dollar spending, has slowed to 3% growth in the last year, 
down from its 3.7% average pace so far this expansion. It has, however, been growing 
comfortably faster than standard estimates of potential growth– around 2-2.25% (Chart 3).   

Chart 3: US nominal and real potential GDP growth 

 
Source: BEA, CBO / Haver 

 

These trends are reflected on a micro or company-based perspective, where moderate 
growth in product demand has influenced price- and wage-setting behavior. Business 
pricing power has been limited by the moderate growth of product demand – attempts to 
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raise prices would result in loss in market share – which has constrained wages as 
forward-looking businesses strive to maintain their profit margins. The stronger US dollar 
and falling prices of imports also influence product prices and wages.   

Wages have begun to pick up in response to tighter labor markets and inflation has started 
to rise, even as measures of inflationary expectations have fallen. This is noteworthy 
insofar as inflationary expectations play a significant role in the Fed’s and ECB’s 
projections of wages and inflation in their macroeconomic models. This may suggest that 
measures of inflationary expectations could rise with the recent rebound in oil prices.   

In Europe, nominal GDP growth has picked up to 2.9% year-over-year, comfortably faster 
than estimates of potential growth (Chart 4). As the European economic expansion 
matures, aided by the lower oil prices, weaker euro and fiscal stimulus, nominal spending 
growth is projected to be maintained, if not strengthen.   

Chart 4:  EuroArea nominal and real potential GDP growth 

 
Source: Eurostat, OECD / Haver  

 

Europe is at a much earlier stage in the expansion cycle and, with the exception of 
Germany, unemployment is high, so there is less wage pressure. The weaker euro is 
putting some upward pressure on prices of imports. While the probability of deflation is 
very low in Europe, the outlook is for inflation to rise gradually, with a lag, toward the 
ECB’s target.     

As long as nominal GDP growth remains above the growth in productive capacity – that is, 
as long as current dollar spending in the US and current euro spending in Europe remain 
above their respective productive capacities – deflation can virtually be ruled out.   

Comparisons with Japan: In recent decades Japan has endured sustained economic 
malaise and on-and-off bouts with deflation. A comparison with the US and Europe is 
instructive. Despite the BoJ’s zero (and now negative) interest rates since 1999 and various 
QE programs, nominal GDP in Japan is below its level of 15 years ago (Chart 5). Over this 
sustained period, the levels of current yen retail sales and total consumption have been 
about the same, while nominal business investment spending has fallen. Even relative to 
the BoJ’s estimate of skimpy 0.5% potential growth, there has been insufficient demand. No 
wonder Japan has struggled with bouts of deflation.    
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Chart 5: Japan: trends in nominal and real GDP 

 
Source: Cabinet Office of Japan, Cabinet Office of Japan/Haver Analytics 

 

Since 1999, while Japan’s nominal GDP has been close to flat, its implicit GDP deflator has 
declined by about 13%, which has resulted in an overall rise of 13% in real GDP. Japan’s CPI 
has incurred periods of increases and decreases, but is now almost at the same level as 15 
years ago, suggesting that consumer purchasing power is virtually unchanged. 
Unsurprisingly, this lack of product demand has constrained wages: average monthly 
earnings are lower now than they were in 1999. 

In sharp comparison, since 1999, nominal GDP has risen by 59% in the EuroArea, a 2.8% 
average annual pace, and by 92% in the US, a 4.0% average annualized pace, both well in 
excess of estimates of their respective real potential growth rates (Chart 6). The only time 
in recent history that nominal GDP has fallen year-over-year in the US or Europe was 
during the deep 2008-09 recession; in both, inflation decelerated but there was never 
deflation. Nominal GDP did not decline in Europe even during the most severe period of its 
financial crisis in 2011-12.   

Chart 6: Nominal GDP – EuroArea, US and Japan 

 
Sources: BEA, Eurostate, CAO / Haver 

Japan’s experience with sustained economic malaise and struggles to avoid deflation are 
very instructive, but even a casual analysis suggests that Japan is a poor benchmark for 
assessing appropriate monetary policies for the Fed and ECB.   

Japan’s economic underperformance has had virtually nothing to do with the BoJ’s 
monetary policy, and instead has reflected adverse demographics, the structure of Japanese 
businesses and labor force and misguided economic policies.   

Japan’s population is declining and its ratio of retirees-to-working age population is rising 
rapidly. A meaningful immigration policy is glaringly absent. Policies aimed at raising the 
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labor force participation of women are promising but are only just now being 
implemented. Over time, a rising female labor force participation rate may offset Japan’s 
declining working age population, a significant plus for potential growth. Policy initiatives 
aimed at encouraging childbirth are unlikely to produce significant results any time soon.   

Japan’s tax and spending policies aggressively allocate national resources toward income 
support for the elderly while investing too little in activities that will add to longer-run 
productive capacity. Fiscal policies, including higher taxes to support higher government 
transfer payments for income support, constrain potential growth. Meanwhile, a web of 
economic, labor market and legal regulations constrain the flexibility of production 
processes. Corporate taxes are very high, although the Abe administration has taken steps 
to ease corporate tax burdens.   

The BoJ’s turbo-charged QE, beginning in fall 2014, failed to jumpstart the economy after 
the crippling impact of its value-added tax (VAT) hike in April 2014. Presently, even as the 
BoJ begins implementing negative rates, the Abe administration is aiming toward a 
sizeable increase in VAT in spring 2017. Even if the Abe administration and BoJ achieve 
their goal of 2% inflation, sustained healthy growth requires economic, labor market and 
immigration reforms. 

A note for the Fed and ECB: The economic lessons from Japan are obvious: its economic 
malaise and struggles to avoid deflation have been very costly in terms of standards of 
living, but they are largely home-grown problems that are not monetary in nature. 
Moreover, Japan’s deflation, when it has occurred, has been very shallow and has not 
deepened. Japan’s high rates of personal and business saving reflect harmful economic 
policies and a depressed outlook of the future, not deflationary expectations. 

As such, the Fed’s and ECB’s worries about low inflation and the risks of deflation, and 
their frequent generalizations about Japan’s experiences, are misplaced. If anything, Japan 
is a perfect example of the depressing impacts of misguided economic and regulatory 
policies and the dangers of extending monetary policy too far beyond its scope of 
capabilities without regard to the financial, economic and political distortions that it 
creates. 
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This document was compiled by the above mentioned authors of the economics department of Berenberg Capital Markets 
LLC (hereinafter also referred to as “BCM”). BCM has made any effort to carefully research and process all information. 
The information has been obtained from sources which we believe to be reliable such as, for example, Thomson Reuters, 
Bloomberg and the relevant specialised press. However, we do not assume liability for the correctness and completeness 
of all information given. The provided information has not been checked by a third party, especially an independent 
auditing firm. We explicitly point to the stated date of preparation. The information given can become incorrect due to 
passage of time and/or as a result of legal, political, economic or other changes. We do not assume responsibility to 
indicate such changes and/or to publish an updated document. The forecasts contained in this document or other 
statements on rates of return, capital gains or other accession are the personal opinion of the author and we do not 
assume liability for the realisation of these. 
This document is only for information purposes. It does not constitute a financial analysis, investment advice or 
recommendation to buy financial instruments. It does not replace consulting regarding legal, tax or financial matters. 
This document is classified as objective for the purposes of FINRA rules. Please contact Berenberg Capital Markets LLC (+1 
617.292.8200), if you require additional information. 
 
Remarks regarding foreign investors 

The preparation of this document is subject to regulation by US law. The distribution of this document in other 
jurisdictions may be restricted by law, and persons, into whose possession this document comes, should inform 
themselves about, and observe, any such restrictions. 
 

This document is meant exclusively for institutional investors and market professionals, but not for private customers. It 
is not for distribution to or the use of private investors or private customers. 
 
 

Copyright 
BCM reserves all the rights in this document. No part of the document or its content may be rewritten, copied, photocopied 
or duplicated in any form by any means or redistributed without the BCM’s prior written consent. 
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