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Discussion

Hans-Werner Sinn

The divine coincidence

Olivier Blanchard makes the point that stabilizing inflation is not, in general, the
same as stabilizing real output through monetary policy.! The divine coincidence
between these two goals that Goodfriend and King (1997) derived under the
condition of temporary nominal price rigidity as described in the staggered
contracts model devised by Calvo (1983) breaks down if there is a downward
rigidity of real wages. There is thus a trade-off between inflation and output
stabilization that involves more difficult monetary policy decisions.

At first glance, the result may be interpreted as supporting Nicolas Sarkozy’s
view of the world, i.e. that price stability is too narrow a goal for the ECB and that
it should attempt to actively stabilize the business cycle of the real economy at the
expense of price stability. It would therefore appear as though Olivier Blanchard
had provided the French president with a theoretical base for his new policy
approach which would dwarf the concerns of Claude Trichet.

However, closer scrutiny reveals that this is not the case. One reason is simply
that price stability is not the same as inflation stability. The Maastricht Treaty does
not stipulate that the ECB should aim at stabilizing the inflation rate, but rather at
stabilizing the price level, and this, of course, is something different. The central
bank might, for example, take the view that it is better to have an unstable inflation
rate hovering slightly around 1 per cent than persistent hyperinflation at a constant
rate of 50 per cent per annum. True, in practice, both issues are often related insofar
as a high variance of the inflation rate tends to come together with a high average
inflation rate. But this is not necessarily and not always the case.

Thus, I fear that the “divine coincidence’ between inflation and output stability
is much less divine than the term suggests.

I also take a somewhat different view of the economic distortions resulting from
non-stable prices. In Blanchard (2009) and in Blanchard and Gali (2007), the
repercussions on the real economy all operate via the real wage level, staggered
wage formation and corresponding labour demand decisions from firms. That is
certainly one channel through which monetary policy is transmitted to the real
economy. However, there are many more such channels, possibly of even greater
importance, and from a policy perspective these must all be taken into account.
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This is not a criticism of the Blanchard-Gali paper, which is indeed brilliant. It is
clear that a formal paper needs to restrict its focus in order to remain tractable.
However, for the remarks at the Bundesbank’s fiftieth Anniversary Conference, it
may be useful to broaden the view somewhat.

I would therefore like to define the divine coincidence somewhat differently
to Olivier Blanchard. He speaks of a coincidence between output and inflation
stabilization. Let me instead speak here more generally of the potential coincidence
between price-level stability on the one hand and a maximum of economic welfare
on the other, where economic welfare may be understood in a broader sense,
including allocative efficiency and distributional neutrality. With this definition in
mind, [ would like to return to the question of whether the ECB should aim at
stabilizing the price level or whether there are other considerations that should
induce it to allow for a small amount of inflation. The topics I want to address
include classical monetarist arguments, public finance arguments and adjustment
arguments applicable to the starting phase of a monetary union.

Credit contracts

Let me begin with the role of price stability for long-term credit contracts. If the
buyers and sellers of loans know what the future price level is, they are able to
write meaningful long-term credit contracts that satisfy their mutual needs. If they
do not, things are more difficult. With an unknown future price level and nominal
contracts, neither party knows how large the real debt service will be. Price insta-
bility therefore imposes a risk premium on both sides of the market and operates
like a transactions cost, which tends to destroy the market for long-term loans. This
has devastating implications for the economy’s ability to invest in long-term real
capital and is hence a serious impediment to economic growth.

The importance of this effect may clearly be seen in the case of Spain and other
previously inflationary countries that entered the euro zone. The euro has brought
Spain more price stability than ever before and enabled the country to establish
markets for long-term fixed interest loans that did not previously exist. This is one
of the major reasons why Spain has experienced a construction boom and why it
has recovered so well in recent years from its historical stagnation period.

Friedman’s argument

I would now like to turn to the argument in favour of a low or even negative
inflation rate that was made by Milton Friedman (1969) many years ago. As the
only cost involved in producing money is the printing expenditure, which is close
to zero, the central bank should induce people to hold enough money so that the
marginal liquidity service of money holding is zero. In reality, however, people
choose the amount of money so as to equate the marginal liquidity service with
the nominal rate of interest, which implies that the actual quantity falls short of the
optimal quantity of money.?
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The central bank can solve this problem by pursuing an appropriate deflationary
policy. If the rate of price deflation equals the real rate of interest, the nominal rate
of interest would be zero, and money holding would indeed be at its optimal level.
The stock of real balances would be much higher than today, although the central
bank would have to gradually shrink the nominal stock year by year.

I do not know of anyone who would endorse Friedman’s recommendation for
practical policy-making, as a deflationary policy seems dangerous for a number of
reasons. However, the argument as such is valid and implies that a low inflation
rate is better than a high one. Even if we do not want to go as far as Friedmanian
deflation, we should at least try to avoid inflation.

Seignorage

However, Phelps (1973) presents a counter-argument asserting that the seignorage
collected by the central bank should be part of an optimal tax system. Since
seignorage revenue is the product of the nominal rate of interest and the monetary
base, the Phelps argument implies a deviation from the Friedman rule in the
direction of a less deflationary policy with a positive nominal rate of interest.

While this is also a valid economic argument, I fail to see its quantitative
importance. Seignorage revenue is typically a tiny fraction of GDP, generally only
a fraction of a percentage point. In my opinion there is therefore no need to over-
emphasize this point.

It is, moreover, unclear whether the argument implies a need for inflation or
simply less deflation than Friedman recommended.

Cold progression

Much more important from a quantitative perspective is the ‘cold progression’ of
the tax system. At a certain point in history, the government designs a progressive
tax system in line with its redistributive preferences. Now suppose there is infla-
tion. The price level rises, and with it comes a proportional increase in all wages,
so that gross income distribution remains unchanged in real terms. Because
inflation pushes taxpayers into higher tax brackets with higher marginal and
average tax rates, the real net-of-tax income distribution changes nevertheless. The
real tax revenue rises, as does the government share in GDP.

In Germany, this mechanism has greatly contributed to the rise of the gov-
ernment sector in the 1970s and 1980s. True, from time to time the government
adjusted for this effect with a tax reform lowering the rates, but over long periods
of time it enjoyed the extra tax revenue and spent it for dubious purposes.
Germany’s excessive expansion of the welfare state in the 1970s and 1980s was
facilitated by the cold progression of the tax system.
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Lags in the pension formula

A countervailing effect was exerted by the lags in the German pension formula.
In the German pension system, nominal pensions follow nominal wages, but only
with a delay. The delay used to be three years, and has now been shortened to one.
The lag implies that the higher the inflation rate, the lower the replacement rate.
With an inflation rate of 2 per cent, for example, the pension level used to be 6 per
cent lower in real terms than it would have been with a constant price level. This
resulted in an unintended, presumably suboptimal, pension level.

Interest income taxation

Another non-neutrality of inflation concerns the taxation of the inflation compo-
nent in the interest rate; in Germany, we call this an ostensible tax on interest
(Scheinzinsbesteuerung). Part of the nominal interest income is not a real return
but merely a compensation for the inflation-induced loss of capital. As the
government does not exempt this part of the nominal interest income from the tax
base, it imposes a burden on the real interest income that increases proportionately
with the inflation rate. There have been periods in which this has involved a tax
burden of more than 100 per cent of the real rate of interest for savers in high
income tax brackets.

If the effect is foreseen by savers and investors and debt interest is tax
deductible, the nominal interest rate will adjust accordingly, keeping the real net-
of-tax interest rate constant (Tanzi effect®). The real allocation of resources would
not be affected in this case. If, however, there are borrowers who cannot deduct
the interest from their tax base, there are serious economic distortions, because
inflation increases the wedge between the effective real interest paid and received,
exacerbating the distortions from capital income taxation.

Historical cost accounting

There are, moreover, severe economic distortions resulting from historical cost
accounting. This is not the same as the taxation of the inflation component
of interest rates but is rather an additional and probably much more severe
effect. Historical cost accounting means that firms are allowed to reduce the full
historical purchasing value of their assets for income tax purposes. The goal is to
keep the replacement investment, which is necessary in order to keep the stock of
capital intact, tax exempt. In the event of inflation, this goal is obviously violated.
As the assets needed for replacement become more expensive from year to year,
the depreciation allowances are smaller than the funds needed for replacement
investment. Thus, effectively, the corporate income tax imposes a burden not only
on profits but also on the real stock of capital invested in the firm.

This effect implies that the greater the inflation rate, the larger the intertemporal
distortion resulting from capital income taxation becomes. Thus, inflation slows
down economic growth to a pace far below the socially optimal growth path.*
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Moreover, this implies a serious intersectoral distortion as its strength depends
on the longevity of assets. Assets that are long-lived are affected very little, because
their depreciation rate is low. However, short-lived assets such as vehicles,
computer equipment and inventory stocks are heavily burdened with additional
taxes. In the end, inflation reallocates the economy’s stock of capital from short-
lived to long-lived assets, creating Harberger-type economic distortions and
windfall gains for owners of long-lived assets.’

Balassa-Samuelson, the welfare state and the labour market

While all of these arguments legitimate the goal of aiming at price stability, | would
now like to turn to an important counter-argument, the Balassa-Samuelson effect,
which has been discussed frequently in recent years.®

According to the Balassa-Samuelson effect, real economic convergence implies
a convergence of price levels. Countries that are still lagging behind others in terms
of labour productivity have lower wages and hence lower prices for non-traded,
labour-intensive goods, which implies a lower price level in general. When their
labour productivity catches up, their wage and price level will do the same. During
the transitional phase towards factor price equalization, they will necessarily have
a higher inflation rate than the more advanced countries.

The European Central Bank has frequently been asked to take this effect into
account and be more tolerant with regard to the inflation rates of those countries
in EMU that are still in the midst of their convergence process. I personally think
that this is a justified demand, because an overly tight euro-wide inflation goal
could, in principle, force the more advanced countries with relatively high wages
into a deflationary scenario or, if deflation is prevented by price and wage rigidities,
into a recessive adjustment period.

Germany has been through such a painful adjustment period in recent years,
although this now fortunately seems to have come to an end. From 1999 to 2006,
the country experienced a trade-weighted real devaluation relative to the other
euro-area countries of 5.3 per cent. This did not mean that prices on average had
to deflate, but it was nevertheless a difficult period in which many goods prices
fell and, in particular, many people had to accept lower wages, especially those
who found employment in the rapidly increasing labour-leasing industry. Rising
and falling prices always coincide in a dynamic economy. The lower the inflation
rate is on average, the larger the proportion of the economy forced to make painful
downward adjustments in prices and wages.

The process is efficient if prices and wages are fully flexible, but in reality there
are important reasons for downward rigidities. The literature has emphasized
psychological reasons and menu costs (as costs of rewriting price lists).” The
staggered price adjustment process a la Calvo modelled by Blanchard and Gali
(2007) may be explained in this way.® However, arguably, the most important
reason for Germany and other Western European countries is the existence of a
welfare state which pays wage replacement incomes that are defined in nominal
terms. The income that the welfare state provides to unemployed persons defines
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areservation wage or minimum wage demand that the private economy has to offer
if it wants to attract workers. Germany’s current problem is that this minimum
wage demand is quite high and drives a large fraction of the unskilled labour force
into unemployment. Although the country is currently booming, its unemployment
rate of unskilled workers is still among the highest in the euro area.’

The problem has been exacerbated by the intense low wage competition that
came with the fall of the Iron Curtain and the EU’s Eastern enlargement. It will be
further aggravated when more Eastern European EU countries are admitted to the
euro area. In a longer transitional phase, it may therefore be necessary for the ECB
to exempt the ‘catching-up countries’ from its inflation targets.

Conclusion

In conclusion, I find strong arguments for the divine coincidence between price
stability and economic efficiency as I define it. Together, long-term credit contracts,
Friedman’s argument, and a tax system with a nominally defined progression in
interest rates as well as nominal interest taxation and historical cost accounting
make a truly strong case for aiming at price stability. The only major qualification
I would make refers to the Balassa-Samuelson effect in the context of the European
welfare states with all the nominal wage rigidities they cause. The adjustment of
wage structures necessitated by including the former Eastern Bloc countries in the
world market economy would without doubt be facilitated by a looser monetary
policy.

Fortunately, we have the Bundesbank! With its long experience of successful
monetary policy it may be able to give the ECB valuable advice as to what the
compromise between these different arguments should mean for practical policy-
making.

Notes

See also Blanchard and Gali (2007) and Blanchard (2009).

See Lucas (2000) and Sinn (2001) for a discussion of the quantitative importance of
this effect.

See Olivera (1967); Wielens (1971); Tanzi (1978).

See Sinn (1987).

See Sinn (1983).

See Balassa (1964); Samuelson (1964); Sinn and Reutter (2000a), (2000b); ECB
(2003); Katsimi (2004).

See Bewley 1999; Keynes (1935, p. 14).

See Calvo (1983).

See Sinn (2007, p. 116).
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