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Summary 
High fiscal deficits and severe economic shocks, combined with a loss in confidence 
in the value of money because of governments turning on the printing presses are 
usually themes associated with high inflationary environments. Typically, this results 
in shrinkage of the banking system. 

An important feature of high inflationary periods is the correlation between money 
supply growth and inflation rates. 

We are in uncertain times where central banks and their governments are fighting 
deflation with unconventional means; including quantitative easing. 

The FT reports: “According to some industry figures, investors are growing 
increasingly concerned that the vast quantitative easing and fiscal stimulus packages 
being rolled out worldwide could result in significant inflationary pressures, eroding 
the value of nominal assets.” 

If one takes the view that inflation will eventually return, then there are some very 
cheap hedging strategies that will protect long-term investments from its effect. A 
reason to explain why these hedging strategies are at historically low cost is that the 
market is at cross roads with conflicting views as to the long-term consequences of 
the current crises and the responses to it. 

return of our old foe? 
In the last two decades, economists proclaimed the new world order wherein walls 
came tumbling down, cold war tensions thawed and inflation was confined to pages 
in history books. Our central bankers knew so much and the Street greeted all their 
statements in awe. It was not so much respect but almost a monetary religion with 
a creed of eternal growth and the banishment of inflation. There is a sense that with 
the efforts to stave off deflation, some are suggesting somewhat cynically that we 
may find ourselves mixing again with our old friend inflation. 
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Some members of the pension fund industry believe that rising 
inflation fears are increasing the risk of failure of government 
bond auctions. This follows the first failure of a UK conventional 
bond auction since 1995, with demand for the recent USD 2.5 
billion of 40-years bonds falling short. 

Recent comments by Ben Bernanke stressed that he is willing to 
fight deflation, targeting inflation of 3-4 per cent with conventional 
and non-conventional measures (quantitative easing etc). The real 
issue is how authorities react when they reach their targeted inflation 
bands. The balancing act will require governments and central 
banks to reduce monetary and fiscal policy at precisely the right 
time. Will they continue with their stimulus for too long and risk 
inflation or turn off the easing too early and risk further deflation 
and stubbornly large unemployment? Governments around the 
globe have shown that they will avoid deflation at all costs, so the 
risk is likely to be weighted to a period of high inflation. 

Morgan Stanley believes that there is a 25 per cent chance that the 
predicted mild inflation of 2010 gives way to higher inflation. JP 
Morgan economists also believe that there are indeed inflation risks. 
Marc Faber, author of the Doom and Gloom Report, is advocating 
a sell on the US long bond, a weak US dollar and a buy on industrial 
commodities as a result of inflation risks. It is in this environment of 
fading economic fortunes that the UK government was urged to 
print more money through its quantitative easing program. Mike 
Platt, co-founder and chief executive of BlueCrest, Europe’s fifth-
largest hedge fund said “that the Government facing plunging tax 
revenues now had little choice but to move to heavy quantitative 
easing … to support spending.” 

Credit growth 
The appropriate place to start this discussion is the cause of the current 
malaise – unprecedented credit growth and its effect on inflation.

For most of the last decade, credit growth has risen faster than 
money supply. Figure 1 compares the credit aggregate of 36 
countries, measured in neutral currency to the OECD broad 
money index. 

According to Economic Perspectives, credit grew at a faster rate 
than money due to rapid expansion of securitisation, in essence, 
the growth in money supply that would normally occur in the 
banking system was deferred, resulting in lower inflation than 
other wise. The problem we now face is that the banks are 
bringing these securitised assets back onto their balance sheets, 
and now onto central banks, swelling their balance sheets and 
thus increasing the risk of inflation.

The ability to margin an unrealised gain in one asset to buy 
another in a different class, created an unsustainable state whereby 
money was not really required. The problem is that now, we are 
discovering we need to move back to the banking system to 
correct the imbalance. The consequence is a slowdown in global 
demand, as balance sheets are restored and there is an extreme 
tightening on the availability of credit – even to worthy 
businesses with stable cash flows.

deflation and how to reaCt
While the great quantitative easing is an art – too much easing 
risks the economy moving into inflation or even hyperinflation 
and too little won’t move the economy out of deflation – the 
idea is not new. Irving Fisher’s 1933 paper, ‘The debt-deflation 
theory of the Great Depression’ holds that “in great booms and 
depressions … two dominant factors, namely over-indebtedness 
to start and deflation following soon after ... In short, the big bad 
actors are debt disturbances and price level disturbances.”

“Assuming, accordingly, that at some point in time a state of 
over-indebtedness exists, this will tend to lead to liquidation, 
through the alarm of either debtors or creditors or both. Then 
we may deduce the following chain of consequences ... debt 
liquidation leads to distress selling and to contraction of deposit 
currency as bank loans are paid off … distress selling causes ... a 
fall in the level of prices ... there must be a greater fall in net 
worths of business, precipitating bankruptcies ... a reduction in 
output, in trade and in employment of labor ... leads to pessimism 
and loss of confidence.”

Figure 1:  World credit index versus world money index

Source:  Economic Perspectives Ltd.
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Further, Fisher says, “Deflation caused by the debt reacts on the 
debt. Each dollar of debt still unpaid becomes a bigger dollar, 
and if the over-indebtedness with which we started with was 
great enough, the liquidation of debts cannot keep up with the 
fall in prices that it causes. In that case, the liquidation defeats 
itself … the very effort of individuals to lessen their burden of 
debts increases it because of the mass effect of the stampede to 
liquidate in swelling each dollar owed.” In other words, “The 
more debtors pay, the more they owe.”

Fisher believed that debt-deflation can be fought by reflating the 
price level by increasing money supply. That is exactly what the 
Western economies are doing in response to the current credit 
inspired downturn.

money growth
We have very different schools of thought on where prices will 
go as a result of the credit crises. First, there is the idea that debt-
induced deflation cycles produce a negative feedback loop, 
supported by the demand-side Keynsian view that only when 

the output gap is narrowed will deflation and the recession be 
passed. On the other side are the Austrian economists who 
believe that money supply is the driver of inflation and this 
school has been joined by newer thoughts that supply in a 
contracting global economy can drive inflation.

The Classical and Austrian School of economics define deflation as 
a sustained contraction in money supply. As Figure 2 demonstrates, 
money supply, as adjusted monetary base, has been rising rapidly 
over the last year and with extra liquidity being added daily one 
would expect this growth in money to continue.

Until very recently, central banks have concentrated on influencing 
inflation through adjustments to short-term rates or adjusting the 
level of bank reserves. The theory is that by adjusting short-term rates 
the central bank transmits expectations about future interest rates.

That the growth of central banks balance sheets have not been 
disseminated into the broader economy is not surprising, since 
most of the capital injected into banks has been used to repair 
balance sheets and write off bad assets. So the fractional banking’s 
normal stimulatory impact through the money multiplier has, by 

Figure 2:  Adjusted monetary base

Figure 3:  Adjusted and required reserves 

Figure 4:  Monetary base velocity growth
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and large, not been activated. Figure 3 of the adjusted and 
required reserves clearly indicates that banks are not lending and 
have large deposits that they are not using through the usual 
issuance of credit.

Cash on deposit at banks and at non-bank financial institutions 
is now at a record high in absolute terms and as a percentage of 
per capita GDP. Obviously, this situation can be explained by a 
heightened sense of risk aversion across the economy; households 
and corporations repairing stretched balance sheets and the rush 
of money into the banking system after being underwritten by 
the Federal Government.

This dramatic growth in monetary base has not yet been 
inflationary since the velocity of money has fallen due to 
expectations of deflation (see Figure 4). In addition, with 
short-term interest rates at or close to zero, the ability of 
central banks to influence the cost of financing across the 
economy is reduced.

In response to the global financial crisis, central banks, notably in 
the UK and the US where interest rates are near zero, have 
begun to buy longer dated government bonds and other assets in 
an attempt to push down yields. The idea is to push investors 
away from cash and bonds and to invest into riskier assets.

While many economist are no longer pure believers in the Austrian 
School of thought, they would likely nod their heads in agreement 
to the following argument: “Money, unlike other forms of 
government debt, pays no interest and has infinite maturity. The 
monetary authorities can issue as much money as they like. Hence 
if the price level was truly independent of money issuance, then the 
monetary authorities could use the money they create to acquire 
indefinite quantities of goods and assets. This is manifestly impossible 
at equilibrium. Therefore, money issuance must ultimately raise 
the price level, even if the nominal interest rates are bounded at 
zero.” We can therefore assume that there is some relationship 
between money supply and inflation, no matter how weak.

demand and Supply
Traditionally, economists have concentrated on demand. The 
significant downturn in consumption in the US and across the 
world is evidence that we have witnessed a dramatic collapse in 
demand. The output gap – the measure of spare capacity in the 
economy, has grown to eight per cent and the threat of deflation 
will not fade until this spare capacity has shrunk.

However, we live in times where supply can react more 
quickly than in the past to exogenous shocks. During previous 
financial meltdowns (Japan is an exception), the overhang of 
capacity produced fertile conditions for deflation. But today, 
we have lean production that allows suppliers to react quickly 
to changes in demand, which should act as a counterpoint for 
falling consumption. Add to this the clogged arteries of the 
banking system resulting in increased costs for transactions. In 
this environment, we would expect only the fittest and 
strongest operators to survive. Suppliers become price setters 
due to falling competition. Thus, there is a chance of supply 
side induced inflation.

Peter Warburton of Economic Perspectives continues this 
argument and raises further doubt about the output gap in a recent 
paper ‘Making the Case for an Early Return of Inflation’. He 
believes that generalised inflation will appear soon, “in denial of 
the Keynesian expectation and the monetarist assertion.”

Warburton thinks that the rapid expansion of global trade put a 
downward pressure on inflation over the last couple of decades. In 
the boom environment, manufacturers were able to outsource not 
only the volatility of output but also large chunks of their debts to 
their suppliers. This works in a booming economy, but in a 
malfunctioning credit environment, suppliers are going broke or at 
least finding it difficult to obtain required working credit. Therefore, 
in a complicated supply chain, the risks are heightened by supplier 
failure. This results in an upward price pressure as new suppliers are 
urgently sourced, and sometimes with large time delays.

Figure 5:  Treasury vs TIPS yield
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Supporting this thesis is a recent poll by Ernst & Young, which 
found that 67 per cent of companies would be adversely affected 
if one of their top three suppliers failed.

Warburton believes that as a result of the global financial crisism, 
the productive capacity of the world has shrunk and it has 
become more inflation prone. “An aggressive stimulus package 
to aggregate demand,” writes Mr. Warburton, “which seeks to 
restore the status quo ante will encounter inflationary tendencies 
at lower levels of activity than before.”

Thus, we have a situation where there are wide ranges of views 
on the outlook for inflation/deflation and its causes. The views 
of where inflation will be range from a multi-year downward 
debt deflation spiral, to a more optimistic scenario that deflation 
will only be short lived, to the extreme view that sees a 
heightened risk of hyperinflation.

For the short term, almost all commentators are united in calling 
a spell of temporary deflation. We believe that the massive global 
stimulus will likely prevent a downward spiral of deflation, 
which will give way to mild inflation in 2010. The differences 
can be explained by which economic model is viewed as 
important. But right now, market participants are focused on a 
severe economic downturn and not pricing in a potential 
recovery, including any inflationary consequences.

tipS – inflation proof bondS
Unanticipated inflation can represent a significant risk to 
investors, as this reduces the purchasing power of both principal 
and interest. This is reflected in the capital loss of a bond portfolio 
on a mark to market basis.

There is an easy effective way for investors to buy inflation proof 
government debt, using an instrument called TIPS.

In January 1997, the US Treasury began the first issue of a US 
government security indexed to the rate of inflation, called 
Treasury Inflation-Protection Securities or TIPS. These bonds 
insulate their investors from risks associated with unanticipated 
inflation by guaranteeing them with a certain real or inflation-
adjusted return.

The interest rate for TIPS are set at the time of issue, the principal 
is then adjusted daily for changes in CPI, and interest payments 
based on the inflation-adjusted principal are paid every six 
months. Since the principal grows at the same rate as inflation, 
its real value is maintained and is repaid at maturity. In contrast, 
other bond issues pay a set coupon on a set principal, resulting in 
changes in prices of the bond in the secondary market that 
reflects changes in market interest rates. These changes reflect 
changes in views on inflation.

When inflation is higher than anticipated, then TIPS outperforms 
conventional treasury bonds.

The difference between the yield on a regular bond and a TIPS 
should reflect inflation expectations over the maturity period. 
This inflation expectation is often referred to as the breakeven 
inflation rate. If the breakeven rate does not accurately reflect 
expected or real inflation, TIPS investors may be the real 
beneficiaries. Figure 5 shows that the market was pricing the 
10-year breakeven inflation rate close to zero during March this 
year. While the current financial situation is bad, it is hard to 
imagine a scenario where long-term inflation continues to 
remain low. 

inSuranCe againSt inflation iS Cheap 
If inflation rises again above the long term average, then we 
would expect that there will be a sell off in the long end of the 
curve, implying a rise in yields. Thus, while many participants 
are beginning to question how long the current market malaise 
will continue, current market valuations are attracting a very 
low probability of rising inflation, with forward rates extremely 
low. Currently, there exists a window of opportunity to hedge 
against future inflation at historically low costs.

Michael Pond, of Barclays Capital in New York, points out: “Forward 
one year, breakevens are priced below 1.5 per cent all the way out to 
2014. We think the big dislocation in the market is that it is not priced 
for (inflation) risk somewhere down the road.” He also points out: 
“The Fed has raised its comfort zone for inflation. The market should 
also reflect that the Fed has reacted much more aggressively to 
downside risks to inflation than it has to upside risks.”

The risks for fixed income portfolios (they have benefited from 
a long steady fall in interest rates over the last 20 years) is serious 
capital losses as inflation expectations rise from historical lows.

Mariner Group has proposed a solution for a fat tail event, with 
unexpected inflation rises quicker than expected. The Mariner 
Inflation Fund is designed with an objective to provide positive 
returns when rates rise above 4.5 per cent with potentially 
significant payouts if rates go higher.

The fund is able to take advantage of potential future rises in 
inflation by targeting and optimising for specific interest rate 
scenarios. The manager creates an option payout by using both 
interest rate and pure inflation instruments including TIPS, inflation 
swaps, Treasuries, rate caps, inflation caps and bond options.

In the current environment where there is uncertainty with the 
direction of inflation, implied volatility is low and hence the cost 
of options is low. If there is a small parallel shift up in the yield 
curve, then the cost of options increases significantly.

Of course, the investment thesis for such a fund is predicated on 
the continued high degree of correlation with interest rates.

The potential investor group for such a fund are long-only 
fixed-income funds looking for an overlay in an effort to protect 
their portfolios against rising rates – and rising inflation. Another 
group of investors may be those who are looking for outsized 
gains in a rapidly rising inflation and interest rate environment.

ConCluSion 
The past 20 years of falling interest rates and inflation may be an 
outcome of the credit securitisation and the resultant move away 
from cash to borrowing against asset revaluations.

The current economic crisis is producing circumstances for which 
outcomes are difficult to predict, but we are certain that the 
international community is throwing all its resources to mitigate 
the downside to avoid a debt-driven debt spiral. The risks are on 
the upside for inflation as governments and central banks do not 
want to appear to have underestimated the severity and significant 
actions required to restore global financial markets. 

In the citadel of modern finance, a break between observed and 
expected outcomes for protecting inflation has the potential to 
provide an overlay solution for a fixed income portfolio, for a 
small cost, with significant upside potential for guarding against 
any future fat tail event in the next three to five years. l
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