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Introduction 
 

• After an absence of almost half a century, the ghost of 
deflation is once again the main worry of central bankers 
and ministries of finance, in Japan for at least the last two 
decades and, more recently, in Europe (see Fig. 1a,b).   

 
• Eurostat index shows that inflation dropped to 0.9% for the 

euro zone as a whole since September 2013. That is way 
under the European Central Bank (ECB) target which is 
close to 2%.  

 
 

 



Introduction 
 

• Over the past months the trend has intensified. France, Italy, 
Spain, Portugal, Greece, Cyprus, Ireland, Slovakia, Slovenia, 
Estonia and Latvia have all seen price falls, and already have 
one foot in deflation. 

  
• Much the same is happening in Bulgaria, Romania, Hungary 

and the Czech Republic. Poland is at zero. Denmark is close, 
and so is Sweden. 

  
 



Fig. 1a 



Fig. 1b 



Introduction 

• The recent renewed concern with deflation is then due in 
part to the historical association of deflationary episodes 
with financial crises, recession, stagnation and even 
depression.   

• Keynes, since 1923, Fisher since 1933, and later Minsky 
(1982; 1986) have been writing on the dangers of deflation 
and have dwelt on the effects that a fall in the level of 
prices can have on income and employment and for the 
stability of the financial system. 

• It is also prompted by the fear that in deflationary 
conditions, nominal interest rates may come close to their 
“lower bound of zero”, at which point monetary policy is 
thought to lose most if not all of its effectiveness.  

 
 



Introduction 

• The risk of the zero lower bound becoming a binding 
constraint on monetary policy has indeed more recently 
become a serious problem in Europe. 

  
• The ECB left its benchmark refinancing rate unchanged at 

a record low 0.05% on October 22nd, 2015.  
 
• Also bank’s interest rates on new loans to and deposits 

from euro area corporations and households are very low 
(FIG. 2).  



Fig. 2 
• Fig. 2 

 



Introduction 

• Recently economists working in the conventional arena are 
muscling on deflation (Shiller, 2013; Goetz, 2005; Rogoff 
et al., 2003; Svensson, 2003).  

 
• The timing of the renewal of mainstream scholarly and 

political concern with, and interest in deflation, is surprising 
after a long silence. 

 
• As I try to stress in this paper, the belated “discovery” of the 

problems of deflation by the mainstream, as well as the 
economic policies suggested, are not convincing. 

 
 



Introduction 
• The paper is structured thus:  
 
• in section 1, I begin with a discussion on the causes and 

consequences of deflation, looking back to the founding 
fathers of the debt deflation school (i.e Keynes-Fisher-
Minsky); 

• in section 2, I scrutinize the fact that deflation, accompanied 
by a liquidity trap, may  be the “nightmare” of economic 
policy makers;  

• in section 3, I try to compare and contrast the economic 
policies suggested by the conventional approaches and by 
post-keynesians to avoid and to escape from a debt deflation 
spiral cum liquidity trap;  

• in section 4, I get my conclusions. 
 

 



Debt and deflation 
• Since 1923, Keynes was well aware that deflation is a much worse 

phenomena than inflation: ‘... inflation is unjust and deflation is 
inexpedient. Of the two perhaps deflation is … the worse; because 
it is worse, in an impoverished world, to provoke unemployment 
than to disappoint the rentier’(1923, p. 75). 

 
• While on the one hand the fall in price level favours the class of 

rentiers (as creditors), on the other hand it penalises households 
and the entrepreneurs (as debtors), but it is on the decisions by the 
former that the levels of aggregate consumption depend and by 
decisions of the latter that both current production  and of 
investment depend.  
 



Debt and deflation 
 
• Keynes (1936) then showed particular attention both to the effects in term 

of static analysis and  to the effects produced by a cumulative process in 
expectations of a fall in prices, and thus to the effects of wage and price 
flexibility in a dynamic context.  

• Keynes (1936, p. 264) “ … if the fall of wages and prices goes far, the 
embarrassment of those entrepreneurs who are heavily indebted may 
soon reach the point of insolvency, — with severely adverse effects on 
investment. Moreover the effect of the lower price-level on the real 
burden of the national debt and hence on taxation is likely to prove very 
adverse to business confidence.”  

• And “…if the reduction leads to the expectation, or even to the serious 
possibility, of a further wage-reduction in prospect, it will have precisely 
the opposite effect. For it will diminish the marginal efficiency of capital 
and will lead to the postponement both of investment and of 
consumption. 



Debt and deflation 
 

• This analysis by Keynes, regarding the destabilizing effects brought 
about by the increase in debt burden, contains distinct echoes of the 
theoretical contribution by Irving Fisher on the Great Depression 
of ’29.  

• In his article entitled “The Debt Deflation Theory of Great 
Depressions” (1933), Fisher had in fact traced the phenomenon of 
persistence in income and employment decline precisely to the 
effect produced by wage and price deflation.  

• Fisher’s  assumed that:  “at some point of time, a state of over-
indebtedness exists, this will tend to lead to liquidation. Then we may 
deduce the following chain of consequences in nine links: 



Debt and deflation 

  
• (1) Debt liquidation leads to distress selling and to  
• (2) Contraction of deposit currency, as bank loans are paid off, and 

to a slowing down of velocity of circulation. This contraction of 
deposits and of their velocity, precipitated by distress selling, causes 

•  (3) A fall in the level of prices, in other words, a swelling of the 
dollar. Assuming, as above stated, that this fall of prices is not 
interfered with by reflation or otherwise, there must be.  

• (4) A still greater fall in the net worth of business, precipitating 
bankruptcies and  



Debt and deflation 

• (5) A fall in profits, which in a "capitalistic," that is, a private-profit 
society, leads to a fall in aggregate investments 

• (6) A reduction in output, in trade and in employment of labour. 
These losses, bankruptcies, and unemployment, lead to: 

• (7) Pessimism and loss of confidence, which in turn lead to  
• (8) Hoarding and slowing down still more the velocity of 

circulation. The above eight changes cause:  
• (9) Complicated disturbances in the rates of interest, in particular, a 

fall in the nominal rates and a rise in the real rates of interest. 
 



Debt and deflation 
• Debt-deflation was the object of reconsideration and subsequent 

re-elaboration by Minsky (1975; 1982), who may be considered one 
of the pioneers of the debt deflation school. His analysis of deflation 
processes is indeed a cornerstone of the financial instability 
hypothesis (FIH).   

• Minsky point out that instability and crisis are endogenous to a 
sophisticated and complex financial system (cf. Sau, 2013) and 
deflation is part of his analysis of the cycle as the result of “longer 
waves in financial relations” (cf. Minsky, 1963; 1995).  

• By contrast to the Fisher’s debt deflation theory, Minsky explained 
the initial condition of “over-indebtedness”as the result of the way 
financial markets operate. 



Debt and deflation 
• Minsky’s FIH extended indeed Fisher’s debt deflation process to 

consider and to show that, if the loss of confidence due to firms’s 
bankruptcies (Fisher’s point 5-6-7) deteriorate banks’ net-worth, 
panics phenomena may justify a run on bank deposits causing the 
default of banks and a breakdown in the financial intermediation 
process (self-fulfilling prophecies, as happened during the 1930s).  

• This, in turn, can depress expenditure and promote a further fall in 
aggregate demand, in the price level and a further increase in the 
real debt burden and in the real interest rate: persistent negative 
effects on production, investment and employment, are at work! 
(Tobin, 1993; Palley, 1996; 2008). 



Deflation and the liquidity trap 
• As point out, during a debt-deflation process, complicated 

disturbances in the rates of interest arise and promote a fall in the 
nominal rate of interest, as pointed out by Fisher’s step (9). 

•  If the nominal interest rate is initially too low, then Central Banks 
do not have much room to lower the interest rate further. 

•  Furthermore, with deflation and expectations of deflation, even a 
nominal interest rate of zero percent can result in a substantially 
positive real interest rate that is higher than the level required to 
stimulate the economy out of recession and deflation.   

• Nominal interest rates cannot fall below zero, since potential 
lenders would then hold cash rather than lend at negative interest 
rates.  This is the so-called “zero lower bound for interest rates.”  



Deflation and the liquidity trap 

• If a combination of a liquidity trap and deflation causes the real interest 
rate to remain too high, the economy may sink further into a prolonged 
recession and deflation.  

• If the real value of nominal debt rises, this may cause bankruptcies for 
indebted firms and households and, through a liquidation of the assets, a 
fall in asset prices.   

• Commercial banks’ balance sheets deteriorate when collateral loses 
value and loans turn bad, and financial instability may threaten.  

• All this may contribute to a further fall in aggregate demand, a further 
increase in deflation, a further increase in the real interest rate, and bring 
prices and the economy down in a deflationary spiral: a liquidity trap with 
the associated risk of a prolonged recession or even a deflationary 
spiral is a Central banker’s “nightmare”.   
 



Coping with debt deflation 
• I divide the economic policies needed to avoid debt deflation from the ones 

needed to escape from debt-deflation.  
• As regards the policies to abort  a debt deflation spiral and the zero bound 

cum liquidity trap situation, Minsky since 1980s (1982 and 1986) labeled 
these policies as Big Government and Big Bank interventions.  

• Countercyclical movement of its budget from surplus in a boom to 
deficit in a slump would stabilize income and profits” (recall Kalecki’s 
equation).  

• For istance the Federal government in the postwar period was big -20% 
to 25%- of the economy versus only 3% on the verge of the Great 
Depression: this meant that government itself could be stabilizing. 

• A rising deficit could potentially offset the effects of falling investment, 
and, indeed, over the postwar period that helped to cushion every 
recession.  



Coping with debt deflation 
• In addition to the “Big Government,” Minsky called the “Big 

Bank”interventions — referring to the role of the Central Bank. 
Generally speaking, Central Bank plays a number of roles: it sets interest 
rates, it regulates and supervises banks, and it acts as lender of last 
resort (LLR).  

• Generally, it moves interest rates in a pro-cyclical manner (raising them 
in expansion and lowering them in recession), which is believed to be 
stabilizing.  

• For Minsky, interest rate policy would not be a strong stabilizing force: 
raising rates in a boom would increase finance costs and hasten the 
transition to speculative and Ponzi financial positions; lowering rates in a 
collapse would do little to encourage borrowing and spending if 
expectations were pessimistic.  

• Most Central Banks since 1980s period have reduced regulation and 
supervision, due to the predominance of neo-liberal paradigm, 
promoting the natural transition to financial fragility and financial 
crisis.  
 



Coping with debt deflation 
• The lender of last resort policy (LLR) was viewed by Minsky as 

essential—it would stop a bank run and would help to put a floor 
to asset prices, attenuating the debt deflation process discussed 
above. If the Central Bank lends to a troubled financial institution, it 
does not have to sell assets to try to cover demands by creditors for 
redemption.  

• For example, if depositors are demanding cash withdrawal, in the 
absence of a LLR the bank would have to sell assets to raise the 
cash required; this is normally difficult for assets such as loans, and 
nearly impossible to do in a crisis.  

• So, the Central Bank lends the reserves to cover withdrawals: this 
imply either a refinancing process or easing the burden of the 
proximate refinancing organization. 
 



Coping with debt deflation 
• By contrast to economic policies to avoid deflation suggested by 

Minsky’s since 1980s,, conventional (Svensson, 2003; Buiter, 2003) 
approaches recommend particularly, or even exclusively, monetary 
policies.  

 
• These policies have to promote an explicit positive inflation target 

(say 2% per year), to avoid a debt deflation process and to give a 
sufficient margin to the rates of interest.   

 
• Many Central Banks, like ECB, already conduct forward-looking 

inflation targeting trying to take preemptive actions. 



Coping with debt deflation 

• As regards the measures to escape from deflation and from a liquidity 
trap they are  certainly more problematic.  

Conventional policies proposals may be summarized in:   
1) announcing a positive inflation target;  
2) announcing a price-level target path;  
3) expanding the monetary base via open-market operations in 
Treasury bills and more financial assets;  
4) reducing long interest rates via a ceiling on long interest rates or 
via a commitment to keep the instrument rate equal to zero for a 
substantial time in the future. 

 



Coping with debt deflation 
• Krugman (1998) has stated that the central bank should “credibly 

promise to be irresponsible,” by which he means setting an inflation 
target higher than might otherwise be desirable.   

• As pointed out in previous sections, since in a liquidity trap the 
nominal interest rate is constant at zero, the central bank can affect 
the real interest rate (i.e the difference between the nominal interest 
rate and expected inflation), if it can affect private-sector inflation 
expectations.  

•  If the Central Bank could “manipulate” private-sector beliefs, it 
would make the private sector believe in future inflation, the real 
interest would fall, and the economy would soon emerge from 
recession and deflation (see Svensson, 2003). The problem is that 
private-sector beliefs are not easy to affect!  
 



Coping with debt deflation 
• A few decades back, when inflation was high, Central Banks would 

often promise low future inflation, but the private sector often paid 
little attention. Often, high inflation continued to rule.  

 
• Similarly, if a Central Bank in a liquidity trap promises high 

inflation in the future, the private sector may doubt not only either 
the ability or the will of the central bank to achieve that future 
inflation, but particularly the fact that the level of future prices and 
inflation may depend, sic et simpliciter, on the announce of 
inflation target by the Central Bank.  



Coping with debt deflation 
• Therefore, an expansion of the monetary base would increase 

inflation expectations and reduce the real interest rate not only if it 
is seen as a permanent expansion but also if is able to manipulate 
private-sector beliefs.  

 
• Krugman (1998) expressed the desirable future monetary expansion 

in terms of an increased future money supply.  In principle, the 
Central Bank could expand the monetary base without limit, by 
continually buying domestic and foreign government debt, and if 
these are exhausted, other domestic and foreign assets (cf. ECB, 
Quantitative Easing).   



Coping with debt deflation 
• Several researchers and policymakers have suggested open 

market operations in long bonds as a way of reducing long 
interest rates.   

 
• Even if short nominal interest rates are zero in a liquidity trap, 

long nominal interest rates need not be.  
 
• Thus, a reduction of long nominal interest rates could, 

everything else equal, reduce long real rates and hence be 
expansionary and contribute to an escape from the liquidity trap.   

 



Coping with debt deflation 
 

• It is difficult to determine how large an open-market operation 
would be needed to reduce the long interest rate, because of 
difficulties in estimating the determinants of the term premium of 
interest rates (that is, the difference between long and short interest 
rates and its dependence on the degree of substitutability between 
short and long bonds).   

 
• Even if the Central Bank may be able to reduce long bond rates, 

this may not provide sufficient stimulus to the economy.  That is, 
without the creation of long-term inflation expectations, the 
resulting long real interest rate may still be too high! 
 



Coping with debt deflation 
• But in the Euro-area, the ECB and the other members of the 

European System of Central Banks are not permitted to extend 
credit directly to the general government sector or to purchase 
general government securities directly, in the primary issue 
market.  

• However, the economically equivalent result can  be achieved by the 
general government selling its debt instruments to the market and 
the Central Bank purchasing the same amount of general 
government debt in the secondary market (cf. again Draghi’s QE 
policies).  

• Nevertheless despite these monetary policies are necessary at 
present time they do not seem sufficient to be able to sort out the 
Euro-zone from the deflation process (cf. Fig. 1C). 
 





Coping with debt deflation 
 

• Concerning with the unorthodox way of eliminating the zero 
bound on nominal interest rates some researchers have suggested 
the introduction  of a tax on money, that is pay an interest on bank 
reserves at a rate linked to the expected rate of inflation.  

• Under deflation, this policy would allow negative nominal interest 
rates (i.e. a penality) on bank reserves, and allow the central bank 
to achieve the desired stimulating negative interest rate.   

• The interest rates on the marginal lending facility and the deposit 
facility were also left on hold by ECB at 0.30 percent and -0.20 
percent respectively (cf. 4th December). 
 

 



Coping with debt deflation 

• Anti-deflationary policies involve, along with unorthodox monetary 
policies over cited also unorthodox fiscal policies, like an increased 
transfer payments (directly aimed at households and unemployed) and an 
increased public spending to sustain aggregate investments (some sort 
of “Big European Government” in Minsky’s terminology) , that is 
exactly the opposite of what promote the austerity plan in the Euro-
zone.  

• Europe’s policy neoliberal regime is indeed inflicting ultra-austerity and 
aggravating the situation yet further.  

• By mistakenly blaming the EU crisis on profligate States and by 
imposing a crash diet of fiscal cuts on many countries, they have made 
the problem of private and public debt even worse.  

• The policy is self-defeating in broader economic terms. Indeed, with 
income declining, fiscal positions worsened as tax revenues decreased 
during the crisis (cf. Cozzi, 2014; Mastromatteo-Rossi, 2015). 
 



Coping with debt deflation 
• The central contradiction of Europe’s debt crisis strategy is linked, 

paradoxically, to some sort of debt deflation bias: if, many countries are 
forced to cut wages and prices to claw back lost competitiveness against 
Germany, through ‘internal price devaluations’, this frustrates the other 
objective of controlling the debt, as deflation increases the debt burden, 
aggravating further the situation.  

• In short, they are damned if they do, and damned if they don’t!!. 
• Furthermore, attacking some of the structural problems (for example, in 

banking activity) along the wrong lines could exacerbate and further 
aggravate demand problems and prove self-defeating once again.  

• For example, attempts to ‘clean up’ the banks can lead to a further 
squeeze on credit supply, precipitating an economic downturn and making 
bank balance sheets even worse.  
 



Coping with debt deflation 

• On original and unorthodox policy is concerned with a depreciation of 
the currency.  In this case even if the nominal interest rate is zero, a 
depreciation of the currency provides a powerful way to stimulate the 
economy out of the liquidity trap.   

• A currency depreciation will stimulate an economy directly by giving a 
boost to export and import-competing sectors. 

• A direct currency depreciation has proven to be an effective tool for 
fighting deflation in the past.  At this regards, Fisher (1934, p. 127) was 
in agreed with Keynes when, the day after an utterance by Franklin 
Roosevelt’s concerning with the policy that promoted 40% devaluation 
of the dollar against gold, said : “The President is magnificently right”.  

• This policy was enforced by a program of gold purchases and domestic 
money creation.  The devaluation and the rapid increase in money 
supply it permitted ended the U.S.  deflation remarkably quickly. 



Conclusions 
• The European area desperately needs  reflation policies.  
 
• Unfortunately the introduction of an institutional neoliberal 

design of the euro is inflicting austerity and aggravating 
further the situation. 

 
• To cope with debt deflation is urgent to overcome this 

paradigm! 
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