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Inflation or Deflation – which should we fear the most?

Ever since ‘Western’ central banks launched Quantitative Easing (QE) programmes in 2008 many 

commentators have feared the natural endgame is a period of high inflation, if not outright 

hyperinflation. The last couple of years have seen the reverse with inflation falling and parts of 

Europe falling into deflation.

Why is everyone worried  
about inflation?

“Inflation is always and everywhere a monetary phenomenon 

in the sense that it is and can be produced only by a more rapid 

increase in the quantity of money than in output” Milton Friedman

The worries around inflation are directly attributable back to 
QE that has been taking place over the past five years; primarily 
in the US and UK but also latterly in Japan. The concern has 
been that, due to QE, there is a greater amount of ‘money’ in 
the economic system chasing the same amount of goods. Since 
economies are only growing sluggishly at best, the price of those 
goods must be bid upwards. Namely inflation will ensue.

However, as is so often the case, it appears economic theory 
and reality are at odds with each other. The chart below shows 
falling inflation rates over the last few years despite QE. Japan is 
its own special case.

 

In fact theory and reality are in agreement for now, but before we 
consider why let’s consider the other side of the coin; deflation.

Why is deflation such a concern?
Deflation can be categorised as either ‘good’ deflation or ‘bad’ 
deflation although when economies are running high levels of 
debt there is a considerable question mark over whether any 
deflation can be categorised as good. 

Why is this? Well, at the risk of being admonished for making 
an incorrect comparison between a household’s and a country’s 
finances (and it is incorrect) consider your mortgage. In the 
event of a decline in your income (deflation) the mortgage (debt) 
becomes more onerous to pay off as the payments represent an 
ever greater percentage of your income and wealth. A similar 
argument can be made in relation to a nation’s finances. 

Deflation is also a concern as once it starts and becomes 
entrenched it can be very hard to exit. A vicious circle can  
be started:
 

As we will come on to show you, the question of whether inflation or deflation should be feared the most is the wrong question to ask. 
Inflation is an output from the economic environment. A better question to consider is: what are the inputs and conditions that have led 
to the economic outputs, and why?
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It then becomes very difficult for authorities to ‘kick-start’ the 
economy. In particular monetary policy can be ineffective as it 
is very hard to reduce interest rates below zero; and therefore 
with falling prices saving, not spending or investment, 
becomes attractive. 

You mentioned ‘good’ and  
‘bad’ deflation?
We’ll return to this later, but the cause is as important as the 
outcome when considering the investment implications of 
inflation/deflation. 

So why haven’t we seen inflation 
with all this QE?

“The devil’s greatest trick is convincing the world he doesn’t exist” 
Charles Baudelaire

The answer lies in the above two sections. We are experiencing 
‘bad’ deflationary forces that are being tempered somewhat 
by ultra-loose monetary policy. Expectations are also hugely 
important here.

QE undoubtedly creates more ‘money’ than would have 
otherwise existed without it. But that doesn’t necessarily mean 
that the overall money supply is increasing. We all know that 
banks are deleveraging and as a result, this means the amount 
of money in the economy that banks create is shrinking. The 
chart below shows that since the onset of the crisis the growth 
in money supply in the UK has slowed despite the £375bn 
of QE, with the overall amount of money remaining broadly 
unchanged over the past four years.
 

In short; QE has stopped inflation falling as fast as it would 
otherwise have, but has not been of sufficient size to create 
the levels of inflation that the inflationistas would have us 
worry about. 

How can we be worried about both 
inflation and deflation?
The opposite pairings we should be worried about are arguably 
not inflation and deflation, but stable inflation and unstable 
inflation (which can be negative). The developed world has 
potentially moved from a period of 10 to 15 years of stable 
inflation to a period of unstable inflation. The ‘cure’ for deflation 
is to try to create inflation and the danger is obviously that ‘too 
much’ is created.

What is the precedent for deflation?
The most commonly cited example of ‘good’ deflation is the 
1870s and 1880s whereby mass production, electrification of 
factories and the commencement of the production line led to a 
massive increase in the supply potential. 

In the US, inflation ran at an average of -2.0% per annum 
during this period, whilst real GDP grew by 5.4% per annum. 
Could robotics, 3D printing and automation lead the world 
economy into a period of ‘good’ deflation? We certainly  
think this is worth bearing in mind, but this is not the focus of 
this information sheet.

The comparison that is more generally made is with Japan’s 
experience over the past 20 years. What caused Japan to have 
suffered several periods of outright ‘bad’ deflation and a very 
low level of overall inflation over the past two decades has been 
the cause of many more detailed notes so we only summarise 
them briefly below:

• Bubbles: Huge stock and property bubble that peaked in 
1989 and a failure to recognise the subsequent losses. 
Coupled with this the subsequent deleveraging of the 
banking system led to a reduction in economic activity.

• Policy failures: in contrast to the Federal Reserve and the 
Bank of England the Bank of Japan was not as aggressive 
in its monetary policy response, undertaking little QE and 
actually raised rates during the crises. This may remind some 
readers of the European Central Bank’s current approach.

• Demographics: Japan has suffered from a rapidly ageing 
population with the ratio of workers to non-workers falling 
dramatically over the past 20 years.

• Strong exchange rate: The yen, until recently has appreciated 
against most currencies, helping to reduce inflation.

The two main causes of deflation:

• ‘bad’ deflation occurs when there is a general 
deleveraging in the economy and is characterised by a 
reduction in demand. In this environment there is not 
sufficient demand for the goods that the economy can 
produce and therefore the price of those goods will fall.

• ‘good’ deflation occurs when there is a significant 
technological improvement resulting in an increase 
in the supply potential of the economy. This pushes 
supply above demand, albeit this may often only be 
temporary until demand reacts. 

Growth of Broad Money in UK (M4)
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Could the UK follow Japan’s lead?
Of course we could, but that is not very helpful, so what are the 
chances and in particular we can compare the causes of Japan’s 
deflation to the UK’s current position: 

• Deleveraging of the banking sector: this is happening in 
the UK as referred to earlier but the size of the bubbles and 
subsequent losses were not as significant as in Japan’s case. 

• We have learnt from policy mistakes: the Bank of England has 
undertaken QE on a large scale to counteract some of the 
deflationary forces from deleveraging as shown in the chart 
below. There has also been a greater recognition of the losses.

• Demographics: much has been spoken about demographics 
and whilst the population is ageing it is doing so in a far less 
significant manner than in Japan. This is mainly due to our 
stance on immigration whilst there is virtually no immigration 
in Japan. 

 

So what’s it to be? High inflation or 
deflation (or somewhere in between)?
We have long argued that inflation is the more likely of the two 
outcomes for the UK and that this would be more damaging to 
many pension schemes. 

We believe it ultimately comes down to the national psyche – 
the UK has a long history of experiencing high inflation and then 
having the tools to, ultimately, bring it under control. Therefore, 
if anything the UK will err on the high side of its inflation target 
if needs be. 

Europe seems to be pursuing a different path; no doubt to a 
large extent due to the German fear of inflation inherited from 
the hyperinflation era of the 1920s. If we undertake a similar 
comparison of Europe to Japan we find far more similarities than 
in the UK’s case. We think there is a greater risk that Europe falls 
into the trap Japan fell into a couple of decades ago. Whether 
that is a sufficiently large force to push itself and then the UK 
into deflation remains to be seen.

How do asset prices behave in 
different environments?
Equities like stability and generally perform best when inflation 
is neither too high, nor too low. They are ultimately a real asset 
and therefore would ordinarily be expected to provide some 
protection against inflation. However, history shows us that in 
periods of high and rising inflation, equities perform poorly.

The chart below shows the average nominal returns produced 
by a number of asset classes in periods of high and rising 
inflation experienced since 1972. Equities have performed poorly 
compared to a number of other asset classes.

 

Bonds, corporate or government, are generally more 
straightforward; they tend to perform well with low inflation, 
or deflation. We consider gilts further in the box below. 
Corporate bonds in Japan have performed particularly well; so 
much that now the spread to Japanese government bonds is 
only around 0.25%. 

 
Yield curves:

This is a good time to remember that yield curves are still 
pricing in a relative return to ‘normality’ and yields rising 
reasonably rapidly over the next few years. If deflationary 
concerns become a reality UK gilts would likely be one 
of the stronger performing asset classes. Nearly 25 years 
on from the start of the Japanese ‘lost decade’, and 18 
months into Abenomics, long dated Japanese government 
bonds still only yield around 1.75%, compared to double 
that amount on UK gilts.

Size of central bank balance sheets
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Nominal returns in periods of high and rising inflation since 1972
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Index-linked gilts clearly will provide better returns in an 
inflationary environment than conventional bonds. If schemes 
are worried by deflation the fact that there is no 0% floor on RPI 
for index-linked gilts should be borne in mind.

Alternatives are likely to prove a mixed bag – back to the ‘why’. 
If deflation/inflation is caused by commodity prices they will 
likely perform badly/well in each scenario. However, we are not 
considering them to be the cause of inflation here, so do not 
feel they’ll provide obvious protection. Property though tends to 
provide a real return in most environments; albeit over a 10 to 
20 year period.

However, both equities and bonds performed badly in 1930s. 
This brings us back to ‘good’ & ‘bad’ deflation; the ‘why’. In the 
current environment we feel it is most likely that deflation would 
be caused by negative growth shocks, i.e. ‘bad’ deflation, and 
therefore we think equities are more likely to perform poorly if this 
came to pass. This would particularly apply to the cyclical sectors. 

For pension schemes, as savers, the big risk is financial 
repression; a negative real interest rate. Arguably it’s not 
inflation per se that is problematic, but inflation accompanied 
by an (artificially) low interest rate that is most damaging. A 
period of low inflation may actually be beneficial for some 
schemes invested in the correct asset classes. Trustees may well 
want though to consider their employer’s position; for many 
employers a period of deflation could be quite damaging.

How should schemes react?
Our view remains that schemes need to first understand the risks 
that they are exposed to; what would a period of inflation or 
deflation do to their funding position? Secondly, schemes should 
consider their views on the likely outcomes. Do they share our 
concerns that we are entering a period of unstable inflation, 
relatively at least compared to recent history?

Ultimately, we are of the view that schemes should diversify 
their risks and not back one particular horse. This sounds 
boring we know. Given deflationary risks have increased over 
the past 12-18 months this means there may yet be a role for 
high-quality fixed income within a pension scheme portfolio, 
particularly as such assets have generally cheapened since the 
lows in mid-2013. 

The long-term focus though should remain on protecting 
against above target inflation. We cannot predict when this will 
come through, indeed it appears to be further away than we 
first envisaged, but this still feels to us as the more likely of the 
unstable outcomes.
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