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Paul Krugman has written a very timely paper. It discusses an old issue, that has
become very relevant again. My comments address two questions. First, should inflation
targeting be reconsidered? Here my answer is a clear and resounding yes. Inflation targeting
performed very well in the fight against inflation and in stabilizing inflation expectations.
But now, even leaving issues of financial stability aside, monetary policy is faced with
different challenges. Second, which features of the inflation targeting framework should
be changed? Here I argue that other aspects of the framework are more important than
the numerical value of the target. In addressing these questions, I review Paul Krugman’s

arguments, agreeing with many but not all of them.

1 The Economics and Politics of a Low Inflation Trap

Krugman’s last argument for revisiting inflation targets is what he calls the "low inflation
trap". This argument is very important and convincing. There are two aspects to consider.
One is the economics of the low inflation trap. It is not a novel point (see Krugman 1998),
but it deserves to be stressed and repeated because some times it is not well understood.
We are used to thinking that the traditional credibility problem in monetary policy arises

because expected inflation is too high and the central bank lacks the credibility to bring it

*I am grateful to Carlo Favero, Francesco Giavazzi and Roberto Perotti for some helpful discussions, and
to Giacomo Magistretti and Enrico Di Gregorio for excellent research assistance.



down. In this traditional setting, higher expected inflation shifts the aggregate supply curve
upwards and to the left, inducing lower output and higher actual inflation.

As explained for instance by Eggertsson and Giannoni (2013), however, when the nominal
interest rate is at the zero lower bound, output is typically demand determined and expected
inflation is too low rather than too high. Raising future expected inflation here helps,
because it shifts aggregate demand to the right, leading to higher output and possibly
higher inflation. Aggregate supply may shift up as well with expected inflation, but this
does not eliminate the positive output effect of a higher aggregate demand, because output
is demand determined.

The surge in future expected inflation is ex-post suboptimal, however, because once the
zero lower bound is no longer a binding constraint, the central bank would prefer inflation to
remain low. Hence here too we have a credibility problem, operating in reverse: the economy
needs a higher future expected inflation, but the central bank does not have the credibility
to deliver it. Simulations of traditional new-Keynesian model suggest that this credibility
problem can be quantitatively relevant. If monetary policy operates under commitment,
the most severe implications of the zero lower bound on the nominal interest rate can be
escaped quite easily. But under discretion, the threat of a liquidity trap is more worrisome
- see for instance Coibion et al. (2012).

There is also a political side to the low inflation trap. As Krugman has stressed, the costs
of excessively low inflation are mainly indirect. They operate through general equilibrium
effects and by constraining what monetary policy can do to stimulate aggregate demand. It
is plausible that public opinion is not fully aware of these costs, resulting in complacency by
policymakers. To substantiate this point, Figure 1 depicts the US inflation rate, together
with the percentage of New York Times articles that contain the word inflation, in the
post-war and in the inter-war periods. When inflation reaches 5%-6%, it clearly becomes an
issue in the press. But an inflation rate around zero, or as low as -2% or -3%, does not seem
to attract the attention of the media, despite its possibly very high costs on the economy

through a highly constrained monetary policy.
Insert Figure 1 about here

In the Euro area, there is an additional problem, that makes the politics of the low
inflation trap even more relevant. Because of the large heterogeneity in the macroeconomic
situation of different Eurozone countries, conflicting national interests reverberate inside the
ECB Governing Council. Since often monetary policy decisions are taken by consensus or

by large majorities, this creates a dangerous status quo bias in monetary policy.



2 Secular Stagnation?

Next, consider the idea that there is a threat of secular stagnation, and it was already
apparent before the Great Recession. This is an important issue, because secular stagnation
implies a lower natural real rate of interest (i.e. the interest rate at which the economy
operates close to full employment, given existing microeconomic distortions). If so, the zero
lower bound is likely to remain an important threat for future monetary policy.

Secular stagnation is an interesting conjecture, that certainly deserves attention. But I
think it is too preliminary to provide a sound basis for redesigning our monetary institutions.
Consider first the argument that there is secular stagnation in the US economy. In standard
new-Kenesian models, the equilibrium real natural rate of interest is an increasing function
of the rate of growth of total factor productivity (TFP). Hence, if indeed there were signs of
secular stagnation already before the financial crisis, we should have observed a pronounced
slow down in TFP growth. But this is not the case. Figure 2 depicts the growth of TFP
in the US; the solid lines correspond to the business cycle averages (measured from the
first year in recession to the last year before the following recession).! There is a slight
deceleration of TFP growth between 2001 and 2007, but this is mainly because TFP growth
was unusually high in the previous decade, and TFP growth before the recent financial crisis

is not out of line with the postwar experience.
Insert Figure 2 about here

Given world integration, perhaps secular stagnation is a global phenomenon. Indeed,
in an integrated world the equilibrium real interest rate is determined by global forces,
and there is evidence that real interest rates have declined throughout the world (see IMF
2014). This is unlikely to be due to a slowdown in investment, however. The IMF points out
that, since the beginning of the new millennium, the slowdown in investment in advanced
economies has been more than offset by the acceleration of investment in emerging markets,
so that global investment has actually increased as a fraction of world GDP. Moreover, up
to the recent financial crisis, the rate of return on capital in advanced economies remained
high by historical standards (cf. IMF 2014).? Hence, if equilibrium real interest rates have
declined, this must be because of an increase in global savings even larger than the increase
in global investments. This is the celebrated global savings glut hypothesis, on which much

has been written.

LA year is considered in recession if it has more than 6 months spent in recession, or if it starts in
recession and the previous year had some (but less than six) months in recessions.

2The reate of return on capital is measured alternatively by the growth rate of profits or by profit relative
to the capital stock. Profits are measured as corporate gross operational surplus.



The question is how lasting this increase in global savings is likely to be. I am sceptical
that it is likely to be very long lasting. Part of the increase in savings by emerging countries
reflects their reaction to the Asian financial crisis of the 1990s, which increased the demand
of their monetary authorities for foreign reserves. But this increase in foreign reserves cannot
go on forever. Moreover, the surge in savings by emerging economies is also explained by an
acceleration in their growth rate. If growth were to slow down, this is likely to be associated
with a lower savings rate. China in particular has very low consumption relative to GDP,
and sooner or later the Chinese savings rate will drop.

Finally, it is not obvious that population aging in advanced economies is about to induce
a decline in the natural rate of interest. This might be a steady state effect, but we are still
not in steady state. Current demographic trends largely reflect an increase in life expectancy:
we are living much longer than in the past. But it is not at all obvious that this change
was fully anticipated decades ago. Moreover, retirement age has not fully adapted to the
higher life expectancy. Hence, at least during a possibly long transition phase, population
aging is associated with dissavings by a larger population of retirees not fully compensated
by the higher savings of younger cohorts. Indeed, attempts to estimate how demographic
trends impact on asset prices in advanced economies do not suggest an imminent decline in
equilibrium interest rate as a result of demography (cf. Favero et al. 2013).

Thus, I doubt that the conjecture of secular stagnation has strong implications for future
monetary policy. Nevertheless, there are several other reasons to believe that the zero bound
on nominal interest rate will remain a very relevant concern.

First, recent estimates suggest that the natural real rate of interest in the US economy
was below -4% in the last three recessions, and not just in the latest one. The main difference
between the latest Great Recession and the previous two business cycle troughs is not by
how much the natural interest rate fell, but rather that in the latest episode the natural
interest rate remained so low for so long (cf. Curdia et al. 2014, Barsky et al. 2014). But
with expected inflation at 2%, a negative real rate of -4% is not attainable.

Second, the debt overhang associated with banking and financial crisis typically implies
a very slow recovery. Reinhart and Rogoff (2014) point out that, in a sample of over 100
episodes of financial crisis, on average it takes more than 8 years to return to the pre-
recovery peak of GDP per capita (and obviously it would take much longer to return to the
pre-crisis upward sloping trend). Given the constraints on aggregate demand management,
it is already clear that economic recovery in Southern Europe will take much longer than 8
years.

Third, and perhaps most important of all, a major lesson of the Great Recession is that

modern economies are highly vulnerable to sudden stops and financial crises. To avoid the



devastating effects of these crises, monetary policy should have adequate room to reduce
interest rates.

For all these reasons, and even discarding the hypothesis of secular stagnation, I agree
with Paul Krugman’s main conclusion. The zero lower bound on interest rates will remain
a major concern in the conduct of future monetary policy, much more so than previously
realized. It would be surprising if this concern did not have relevant implications for the

design of monetary institutions. This is the issue to which I turn next.

3 Inflation targeting reconsidered

Inflation targeting is practiced in different ways in different countries. But almost all infla-
tion targeting frameworks have a combination of the following four features.

First, the nominal anchor is the rate of inflation (rather than the price level path, or the
path of nominal income).

Second, whenever there is a tradeoff between different goals, inflation often receives a
disproportionate weight compared to output stabilization. This is Rogoff’s (1985)’s "con-
servative" central banker idea to overcome time inconsistency and gain credibility. In the
Euro area, price stability is the almost exclusive goal of the ECB.

Third, the central bank loss function implicitly assigns a greater penalty for upwards
deviations of inflation from its target than for downwards deviations. This is the idea
of a linear tax on inflation implied by the optimal contract literature applied to central
banking (cf. Walsh 1995 and Persson and Tabellini 1993), and it is consistent with the
communication of many inflation targeting central banks at least before the Great Recession.

Fourth, as stressed by Paul Krugman, the numerical goal for inflation is generally 2%.

I now discuss each of these features.

3.1 Price level vs inflation targeting

Consider first the choice of a nominal anchor, and in particular the issue of inflation vs price
level targeting. It is not a novel issue, but it has become relevant again. As explained above,
one way to relax the zero bound on nominal interest rates is to raise expected inflation. This
is done automatically if the central bank targets a path for the price level rather than the
rate of inflation (cf. Svensson 2001 and Eggertson and Woodford 2003). Hence, under the
threat of the zero lower bound, a price level path is a much better nominal anchor than
inflation.

The relevance of this simple point for the Euro area is illustrated in Figure 3. Since the



onset of the crisis in 2008 and until late 2012, Euro area inflation tracked remarkably well
the 2% goal, and the price level remained very close to the 2% growth path corresponding
to the straight line in Figure 3. By the end of 2012 and onwards, however, inflation began
to undershoot the 2% goal. As a result, according to the ECB’s own forecasts illustrated as
the dotted segment in Figure 3, by the end of 2015 the Euro area price level will be about
3% below the price level path corresponding to 2% inflation.® If the ECB continues to
target inflation at 2%, this gap will not be filled, and the price level will eventually resume
its growth around a 2% path that will remain forever below the original one. With a price
level target, instead, the ECB would want the price level to return towards the original 2%
path. Of course, this would imply a temporarily higher inflation rate, and this is precisely
what is needed now to relax the zero lower bound.

Note that a target expressed as a price level path is equivalent to a corresponding inflation
target over an infinite horizon (except that it can be monitored in continuous time). The
ECB often stresses that its 2% inflation target is a medium run goal. Hence the logic of
a price level target is consistent with the ECB’s own interpretation of its price stability
mandate. In the current circumstances, targeting medium run inflation calls for a rate
of inflation above 2% in the future. The overshoot of future inflation above 2% should be
larger and longer the more current and past inflation undershoots 2%, and the closer we are
to full price level targeting (i.e the longer is the medium run in the ECB’s own definition
of price stability). Announcing that monetary policy aims for a future inflation above 2%
would be stabilizing in the current circumstances, indirectly through a lower real interest
rate, and directly through a likely exchange rate devaluation. By refraining from this kind
of communication, the ECB is making its own task harder than necessary.

A common objection against price level targeting is that it forces a more aggressive
monetary policy response to supply shocks, because upwards deviations in prices have to
be fully offset, and this may increase output volatility. There are several responses to
this objection. First, supply shocks are relatively infrequent in advanced and diversified
economies - cf. the evidence in Justiniano et al. (2013) on the US. Second, by targeting
core prices (as many central banks already do with regard to inflation), many supply side
shocks can be incorporated as contingencies that do not require a direct monetary policy
response. Third, to avoid excessive output volatility, the central bank could target a path

for nominal income, rather than for prices alone.

3The ECB forecasts a yearly inflation rate, rather than monthly variations. In drawing Figure 3, I
assumed a uniform monthly rate of inflation corresponding to the ECB yearly forecasts during the relevant
forecast period.



3.2 A distorted loss function?

Next, consider the idea that the central bank loss function should be distorted relative to
that of society, to enhance its credibility in fighting inflation. This idea presumes that the
central bank has a systematic incentive to raise inflation above the social optimum. But
as Krugman has convincingly argued, optimal monetary policy is time inconsistent also at
the zero lower bound, in the opposite direction. Moreover inflation close to or below zero
can be very costly, particularly in a high debt environment, although public opinion may
be unaware of these costs. This suggests that a distorted loss function for the central bank
is unjustified, both with regard to the relative weight on price vs output stability, and with
reference to upwards vs downwards implicit penalties for missing the nominal target.

In the Euro area there is an additional reason to abandon the pursuit of distorted
objectives. As explained by Krugman, at the zero lower bound for nominal wage growth,
any relative wage adjustment requires a costly internal devaluation in Southern Europe.
Because of the asymmetric nominal wage rigidity, the output loss in Southern Europe is
not fully compensated by higher output growth in Northern Europe. In other words, at the
zero lower bound on wage growth, relative wage adjustment is associated with an output
loss for the Euro area as a whole. A larger weight on output (vs price) stability would
make monetary policy more tolerant of the higher inflation rate that is needed to smoothly

achieve the relative weight adjustment.

3.3 Raising the numerical inflation target above 2%7

As forcefully argued by Krugman, raising the inflation target above 2% is a simple and
direct way to raise expected inflation and strengthen the central bank incentives to avoid
the low inflation trap. I agree with this conclusion. There is no compelling reason other
than conventions for setting the target precisely at 2%, and a higher numerical target, say
3%, would be a step in the right direction. Nevertheless, there are several normative and
positive reasons for being cautious and avoiding a much higher inflation target.*

The first and most compelling reason is that higher actual and expected inflation is
helpful only at the zero lower bounds (on the interest rate and on nominal wage growth),
whereas the costs of higher inflation are born all the time. These unnecessary costs of high
inflation can be quantitatively important. Coibion et al. (2012) calibrate a standard new-
Keynesian model with microfoundations where monetary policy can be constrained by the
zero lower bound on the nominal interest rate. Optimal steady state inflation obviously

depends on the frequency with which this constraint binds. The main conclusion of this

4These issues are discussed at length in the useful survey by Ascari and Sbordone (2014)



study is that it is very difficult to raise optimal inflation much above 2%. If the zero lower
bound is met every 20 years, and then it lasts for 2 years, when trend inflation is 2%,
then the optimal inflation rate is below 2%. In the standard version of the model, a 3%
trend inflation becomes optimal only if the zero lower bound is met once every 7 or 8 years,
a frequency that probably even Paul Krugman would find implausible. Changing other
features of the model, such as the details of how prices are set, implies a higher optimal
inflation rate. But not much higher.

A second concern is that, both in the data and in standard new-Keynesian theoretical
models, there is a positive association between the level of inflation and its volatility. And
of course inflation volatility is costly, arguably more so than the level of inflation itself.

Moreover, if inflation increases by much, the private sector reacts through indexation
of wages and other contracts. And this in turn would reduce some of the benefits of high
inflation - eg. on relative wage adjustments.

Last but not least, although we are very ignorant of what is the optimal steady sate
inflation, we know from past experience that it is very costly to bring a high inflation
down, once it gets entranched in expectations and economic behavior,. This is a very
important argument for being careful not to abandon the current environment of low and
stable inflation expectations.

Besides these normative arguments for being cautious in raising the inflation target much
above 2%, there is also a simple positive argument suggesting that it would be politically
difficult to do so in the Euro area. The benefits of higher inflation accrue mainly to Southern
Europe, while its costs would mainly be felt in Northern Europe which has de facto veto
power. This point is best illustrated with the simple example on relative wage adjustment
in Krugman’s paper (cf. his Table 1). Consider his same numerical exercise, but suppose
that, rather than two groups of countries (Southern Europe and Core Europe), there are
three groups of equal size: Southern Europe, Core Europe (i.e France, Belgium and a few
other small countries), and Northern Europe (mainly Germany). Suppose further that
Core Europe wage and inflation performance coincides with the Euro area average. Then
wage growth and inflation in Northern Europe would have to be higher than in Krugman’s
example, to achieve the same relative wage adjustment with the South. How much higher ?
Inflation in Northern Europe would have to reach 7% for more than 3 years just to achieve
a 3% average inflation in the Euro area. I doubt that this would be politically feasible in
Germany.

Of course this is just an overly simplistic numerical exercise. But the point is general.
Given the heterogeneity of the Furo area and the size of the cumulated misalignments, it

would be politically very difficult to compress the necessary adjustments in a short amount



of time, either through higher inflation in the North or through higher deflation in the
South. Whether we like it or not, the adjustment will be very protracted in time, and the

slump in Southern Europe will probably last more than a decade.

4 Concluding remarks

Despite a few reservations, I agree with the main conclusions of the paper. The current
monetary policy framework needs to be reconsidered. This is particularly true in the Euro
area, where the case for higher inflation is overwhelming, and where the need to reduce debt
overhang is an even more compelling reason than relative wage adjustment. More generally,
the low inflation trap is a real danger, for economic and political reasons. Our monetary
institutions should recognize this fact, and strengthen the incentives of the central bank to
avoid an excessively low inflation.

An inflation target somewhat higher than 2% is a simple and direct way to address these
concerns, and would have few disadvantages. But even more important, other features of
the inflation targeting framework should be reconsidered. In particular, there is no valid
reason why the central bank should pursue a distorted loss function. Monetary policy can
and should stabilize output fluctuations, and this should be fully reflected in their mandate.
Moreover, the price level path, or the path of nominal income, would provide better nominal

anchors than the rate of inflation.
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Figure 1 - Inflation and the Press

Panel A: 1955 - 2013
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Figure 2 - Annual US TFP Growth and Business Cycles
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Sources: FRED, NBER Recession Indicators and Groningen database.

Notes: TFP at constant national prices for US. Horizontal lines are business cycle averages. Business cycles run from the first year in a
recession to the last year before the following recession. A year is considered in recession if it has more than 6 months spent in
recession, or if it starts in recession and the previous year had some (but less than six) months in recessions; monthly recession data
from NBER Recession Indicators for the United States, as reported in FRED.




Figure 3 - Euro Area Price Level
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Notes: Monthly Harmonized Index of Consumer Prices (HICP) for all items in the Euro Area (considering countries using the Euro
in any given year), from Eurostat. HICP 2% shows the theoretical path of inflation growing at an average annual rate of 2%. HICP
forecast is the hypothetical future path of inflation growing at the annual rate forecasted by the ECB for the Euro Area for the
years 2014-2015, formulated in the monthly bulletin of June 2014.
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