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To speculate about deflation again at this point looks premature at first glance, but not at 

the second. For several reasons the risk of a falling consumer price level has increased. Most 

importantly: the rate of capacity utilization has declined in recent years, in spite of near-full 

employment, because growth of real GDP in the big economies is significantly less than 

before the pandemic. Forecasts for this year and next suggest that growth will remain below 

trend which means that the output gap will grow further. In such an environment it is 

difficult to raise prices and wages. 

As to wages, there is not yet much evidence of deflation because workers have so far been 

in a strong position. They have succeeded in negotiating a compensation for the high 

inflation rates caused by Russia’s invasion of Ukraine and the subsequent explosion of fossil 

fuel prices. While the wind is now changing on labor markets, fairly high wage settlements 

still continue to prevent a more rapid decline of consumer price inflation which in turn 

prompts central banks to keep the foot on the brakes, notwithstanding the deterioration of 

the economic situation. China is probably the main exception: youth unemployment has 

reached troubling dimensions. 

Compared to wages, output price levels are more visibly heading for deflation. Producer 

prices, as the most important leading indicator of consumer price inflation, are under 

significant downward pressure, reflecting the weakness of the housing, office and 

manufacturing sectors which are all, to varying degrees, in recession globally. High policy 

rates are leaving their traces. PPI inflation in the US, in China, the euro area and in Japan is 

now on average at -4.6% y/y. 
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 average annual rate of change, % 

consumer 
prices 

1.8 4.3 3.2 1.3 4.1 5.5 0.5 1.2 3.3 2.6 1.4 0.0 1.8 3.0 2.6 

real GDP 2.3 1.8 1.8 1.4 0.9 0.9 1.2 0.1 1.4 7.7 4.7 5.2 3.9 2.5 2.7 

producer  
prices  

1.5 6.5 -7.0 1.1 9.7 -3.4 0.4 4.3 3.6 -0.4 1.9 -5.3 0.6a) 5.5 -4.6 

monetary 
aggregatesb) 

6.1 8.9 -3.6 3.3 6.2 0.5 2.6 4.3 2.1 12.6 11.1 11.3 7.4 8.6 3.1 

house 
prices 

3.5 9.9 4.3 1.7 4.8 0.4 1.5 4.2 4.9 5.6 2.1 -0.1 2.6 6.5 2.6 

*) weighted average (the weights are the shares of the aggregate nominal GDP (based on PPP) of the four 
economies in 2019)   –   **) latest available value (yoy, %) 
a) 2012-2019 
b) US (M2), euro area (M3), Japan (M3), China (M2) 
sources: OECD, IMF, ECB, Eurostat, Federal Reserve, Bank of Japan, National Bureau of Statistics of China, own calculations, 
design & research: Uwe Richter ©UR 
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A crash of important asset prices, real estate and equities in particular, could accelerate the 

reduction of general inflation that is under way in any case. Last week I had pointed out that 

US equities were dangerously overpriced on the basis of CAPE, the cyclically adjusted price-

earnings ratios, and could decline a lot, especially if the economic slowdown leads to 

disappointing corporate earnings. The market capitalization of US companies accounts for 

more than half the world’s total. Office real estate assets are exposed to similar risks – in the 

wake of the home office revolution vacancy rates have increased, making these buildings 

less profitable. In China, the situation of the housing sector is extremely serious as well. In 

general, banks have to write down more and more of their mortgage loans and will face 

financial problems themselves – they could become the trigger of the next global financial 

crisis. As consumers’ wealth declines they become more cautious and spend less, which 

reinforces the deflationary effects that are already working their way through the system. 

For the ECB and the Fed there are less and less obvious reasons to continue raising policy 

rates. Since the spring and early summer of 2022, they have hiked them between 425 and 

525 basis points, more than at any time in past decades, and are now in the process of 

reducing the size of their balance sheets and the volume of central bank money. Money 

supply M3 and M2 – and thus lending – expands at about half the speed in the years before 

the pandemic. Enough is enough. By mid and end-September when central banks discuss 

their next steps, it will be obvious that deflation, not inflation is the main risk. 
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