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price measurement deflation

not considered a significant near-term risk
Some observers have begun to question whether deflation is
now a possibility, and to assess the potential difficulties such a

development might pose for the economy.

Even if deflation is not considered a significant near-term risk for the

economy, the increasing discussion of it could be clearer in defining the
circumstance. Regrettably, the term deflation is being used to describe
several different states that are not necessarily depicting similar
economic conditions. One use of the term refers to an ongoing fall in the
prices of existing assets. Asset prices are inherently volatile, in part
because expected returns from real assets can vary for a wide variety of
reasons, some of which may be only tangentially related to the state of
the economy and monetary policy. Nonetheless, a drop in the prices of
existing assets can feed back onto real economic activity, not only by
changing incentives to consume and invest, but also by impairing the
health of financial intermediaries--as we experienced in the early 1990s
and many Asian countries are learning now. But historically, it has been
very rapid asset price declines--in equity and real estate,
especially--that have held the potential to be a virulently negative

force in the economy. | emphasize rapid declines because, in most
circumstances, slowly deflating asset prices probably can be absorbed

without the marked economic disruptions that frequently accompany sharp



corrections. The severe economic contraction of the early 1930s, and the
associated persistent declines in product prices, could probably not have

occurred apart from the steep asset price deflation that started in 1929.

While asset price deflation can occur for a number of reasons, a
persistent deflation in the prices of currently produced goods and
services--just like a persistent increase in these prices--necessarily

is, at its root, a monetary phenomenon. Just as changes in monetary
conditions that involve a flight from money to goods cause inflation, the

onset of deflation involves a flight from goods to money. Both rapid or

variable inflation and deflation can lead to a state of fear and
uncertainty that is associated with significant increases in risk

premiums and corresponding shortfalls in economic activity.

Even a moderate rate of inflation can hamper economic performance, as |

have emphasized many times before; and although we do not have any recent

experience, moderate rates of deflation would most probably lead to

similar problems. Deflation, like inflation, would distort resource

allocation and interfere with the economy's ability to reach its full
potential. It would have these effects by making long-term planning
difficult, obscuring the true movements of relative prices, and
interacting adversely with institutions like the tax system that function

on the basis on nominal values.

But deflation can be detrimental for reasons that go beyond those that

are also associated with inflation. Nominal interest rates are bounded at

zero, hence deflation raises the possibility of potentially significant

increases in real interest rates. Some also argue that resistance to

nominal wage cuts will impart an upward bias to real wages as price

stability approaches or outright deflation occurs, leaving the economy

with a potentially higher level of unemployment in equilibrium.

A deflation that took place in an environment of rapid productivity

growth, however, might be largely immune from some of these special

problems. For example, in the high-tech sector of our economy today, we

observe falling prices together with rapid investment and high



profitability. Although real interest rates may be quite high in terms of
this sector's declining product prices, rapid productivity growth has
ensured that real rates of return are higher still, and investment in
this sector has been robust. In practice, firms' decisions depend on an
evaluation of their nominal return on investment relative to their
nominal cost of capital. In this sense, the choice of a specific,

sometimes arbitrary, definition of real output and hence of price by
government statisticians is essentially a descriptive issue, and not one
that directly affects firms' investment decisions. This is an

illustration of where even individual price measurement probably is not

always of direct and fundamental importance for private sector behavior.

If such high-tech, high-productivity-growth firms produce an increasing
share of output in the decades ahead, then, one could readily imagine the
economy experiencing an overall product price deflation in which the
problems associated with a zero constraint on nominal interest rates or

nominal wage changes would seldom be binding._Nevertheless, even if we

could ensure significantly more rapid productivity growth than we have

seen recently, there are valid reasons for wishing to avoid ongoing

declines in the general price level. If increases in both inflation and

deflation raise risk premiums and retard growth, it follows that risk
premiums are lowest at price stability. Furthermore, price stability, by
reducing variation in uncertainty about the future, should also reduce

variations in asset values.
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