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The eurozone’s low inflation problem

It is now widely recognized that the
eurozone suffers from a lack of
aggregate demand. The textbook
solution would be to resort to fiscal
stimulus but space for such a move is
limited by the rules of the Stability and
Growth Pact (SGP) agreed upon at the
start of the monetary union. The key
question is whether the rules are still
valid in the current environment.

The SGP was modified in 2005 to make it more “intelligent”, in particular by
taking cyclical developments into account. Budgetary positions are now
measured in structural terms by netting out the effects of temporary deviations
in economic activity from its long-run potential (the so-called output gap).
This is a step forward from the previous simple rule based on nominal budgets.
Aside from the controversies raised by the different methods for calculating
growth potential and the output gap, the cyclically-adjusted budget provides a
much better assessment of countries’ policy efforts and of the sustainability of
public finances.

For instance, according to the latest IMF World Economic Outlook, the overall

eurozone budget deficit in 2014 remained around 3 per cent of GDP. However,

when taking into account the output gap – which is estimated at 2.8 per cent –
the structural deficit amounts only to 1.1 per cent of GDP, which compares

rather favourably to the structural deficit of 4 per cent in the US, 6.7 per cent

in Japan and 3.8 per cent in the UK.

A look at individual countries within the eurozone presents a similar picture.

While the French budget deficit increased slightly in nominal terms (from 4.2

per cent to 4.4 per cent of GDP), it decreased in structural terms from 2.9 per
cent to 2.7 per cent because of the slower than expected growth. The budget
deficit of nearly all countries reduced when cyclical changes were taken into
account. For instance, the Spanish deficit fell to 3.3 per cent of GDP, while
Portugal’s deficit decreased to 2.3 per cent. Germany claimed a 0.6 per cent

increase and Greece even recorded a structural budget surplus of 1.6 per cent

of GDP.

However, adjusting the budget for the cyclical position takes care of only one
part of the problem. It does not consider the other possible divergence from
medium-term trends: inflation, which as a responsibility of the ECB is outside
the control of state governments. An inflation rate which remains

systematically above, or below, the 2 per cent reference for price stability for

several years can distort assessments of underlying fiscal positions.
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For instance, a higher inflation rate raises nominal GDP, which is integral to
the calculation of the deficit-to-GDP ratio, and raises tax proceeds unless tax
brackets are indexed, thus reducing the deficit. Overall, higher inflation tends
to show an amplified fiscal situation, which may become apparent once
inflation goes back to normal. The Spanish and Irish budgets thus looked
artificially healthy before the crisis, partly due to better growth but also due to
the higher inflation rate (1 percentage point more than the eurozone average
per year).

Inversely, an inflation rate that is persistently lower than 2 per cent leads to an
overestimation of budget deficits. Not only is the denominator in the deficit-
to-GDP ratio lower, tax receipts also fall short of expectations in comparison to
expenditures. As a result, the fiscal adjustments implemented by national

authorities seem disappointing. The 2014 reduction in the Spanish budget

deficit was only 0.2 per cent of GDP in structural terms, less than the 0.5 per
cent required by the SGP and the Fiscal Compact. However, had the inflation
rate been closer to the definition of price stability – 2 per cent rather than zero
– the Spanish structural deficit would have fallen by more than one percentage
point, which is more than required.

Low inflation is a new phenomenon in Europe and it could last for a few years.
This is likely to distort the measure of fiscal adjustment effectively
implemented by member states. The key question going forward is whether
national governments will have to implement additional fiscal tightening in
order to compensate for such a bias. If this is the case, eurozone fiscal policy
will become even more pro-cyclical and add further to the deflationary
pressures.

The Stability and Growth Pact has been substantially improved over the years
and it is no longer as “stupid” as it was at its inception. It is nevertheless not
yet intelligent enough to deal with the current, (hopefully) exceptional
circumstances of prolonged low inflation. Unless the pact is adapted or
interpreted to account for the distortions created by such low inflation, it may
lead to serious policy mistakes.
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